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INTRODUCTION 


THE NATURE AND SIGNIFICANCE OP MARKETING 

The American economy is a market'Oriented economy. Indiistrv^ today 
involves the production of goods for profitable sale rather than for home 
consumption by the producer and his immediate household. As our economic 
system 1 TV developed, production has become more highly specialized; and 
producers and consumers, as well as the centers of production and consump- 
tion, ha\'e become more definitely separated. Because of these developments 
the marketing system lias become more and more complex, with the result 
that marketing permeates all phases of business activity and has replaced 
production as tlic prime problem of the economy of the United States. 

The need for marketing thus grows out of the division of labor. Specialized 
and large-scale production enterprises require mass markets in which to dis- 
tribute their products. To reach these markets it is necessary to employ a 
great variety of specialized marketing enterprises-— retailers, wholesalers, trans- 
portation agencies, warehousemen, and the like, llicsc rnarkets exist in turn 
because of the diversity of human wants— a divcisity which extends not only 
to the basic necessities of life but also to the even greater number of acquired 
wants resulting from the apparently limitless possibilities that human beings 
have for expanding their desires. 

The significance of marketing in our economy has been well expressed 
by the statement of a former executive of the United States Steel Corpora- 
tion, “I would rather own a market than a mill.'' ^ The implication of this 
statement is that it is relatively easj ^o acquire and to maintain ownership 
of a mill, involving as it docs essentially the acquisition of physical property. 
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4 Principles of Marketing 

But the “ownership" of a market is another matter. In fact, a market is served 
rather than owned.iTo.^fiwe a market adequately the marketing executive 
must know the characte ristics of the people who make up that market, their 
needs and d^res, their purchasing power, their habits and thoughts. He 
SuS be alert to the a efions of competit ors, the proJiicts they sell, and the 
prices th0, charge. Markets are ever changing: customers come and go, incomes 
rise and fall, needs and desires cKanpTConstant study and planning are nec- 
essary to serve a market and to acquire any significant degree of consumer 
loyalty and patronage. And even this is always subject to the inroads of 
competitors with new products and new methods of doing business. 

A market-oriented economy then, by its very nature, is a dynamic economy 
characterized by the steady growth and expansion of markets.* In such an 
economy, it is the function of the marketing system to transform the benefits 
of production efficiency into higher levels of living for all the people. I’he 
low levels of living found in many economic societies may result as much 
from inefficient marketing as they do from inadequate manufacturing tech- 
nology. Peter Drucker points out that, in every underdeveloped country, mar- 
keting is the least developed part of the economy.® As a result these countries 
are unable to make effective use of what little they have. Mr. l')rucker goes 
on to state that the development of a marketing system in these countries 
“might by itself go far toward changing the economic tone of the existing 
system— without any change in methods of production, distribution of popu- 
lation, or of income.” * Although we usually consider a well-developed mar- 
keting system to be a result of the development of large-scale manufacturing 
enterprise, Mr. Drucker is suggesting, at the very least, that marketing should 
be developed as rapidly as is manufacturing in order that the progress of 
the latter not be impeded. His contention certainly points up the importance 
of marketing in the modern world. 


Marketing Defined 

Marketing consists of those efforts which effect transfers in the ownership 
of goods and services and which provide for their physical distribution. The 
marketing process, consequently, involves both mental and physical aspects: 
mental, in that sellers must know what buyers want, and buyers must know 
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what is for sale; and physical, in that goods must be moved to the places 
at which they are wanted by the time they are wanted.® 

Marketing is a part of production, as the latter term isnised in economics. 
Production is concerned with the creation of utility, specifically form utility, 
time utility, place utility, and possession utility. Marketing is not concerned 
ordinarily with form utility. Changes in the form of a commodity designed 
to modify its characteristics or uses, such as the transfer of wheat into flour 
and flour into bread, lie within the province of manufacturing.® Marketing 
is concerned with the creation of time, place, and possession utilities, all of 
which are implied in the definition of marketing given in the first sentence 
of the preceding paragraph. Time and place utilities are created during the 
process of physical distribution. Commodities must be transported from the 
place in which they originate to the place of consumption, and they must be 
held in storage until such time as the consumer requires them. Possession 
utility is involved when transfers in ownership take place. 

Although marketing is concerned mainly with the creation of time, place, 
and possession utilities, it should be understood that the creation of these 
types of i tility does not always involve marketing.^ A person may transport 
or store his own household goods and place or time utility may be created 
thereby. Marketing, however, is not involved in this case because no change 
in ownership took place or was even contemplated. Tlius it is rather difficult 
to formulate a definition of marketing that will include everything that is 
customarily regarded as marketing and exclude everything that is not cus- 
tomarily so regarded, but it will help a great deal to hold in mind that market- 
ing is concerned primarily with changes in ownership and with the activities 
necessary to effect these changes. 

** I’hc Coniinittec on Definitions of the American Marketing Association has defined 
marketing as “the performance of business activities that direct the flow of goods and 
services from producer to consumer or user/' See Marketing Definitions (Chicago: Ameri- 
can Marketing Association, 1960), p. 15. I’hrough its study and definition of marketing 
terms, the Committee on Definitions has performed an important service to students of 
marketing. Ralph S. Alexander has scrv’cd as chairman of the committee. 'Fhe report cited 
here contains carefully worked out definitions for the most commonly used marketing 
terms. 

® Marketing, of course, has a great deal of interest in the characteristics of the final 
product, and marketing considerations arc influential in determining them. See the sub- 
sequent discussion in this chapter on marketing functions. It may also be noted that 
changes in form designed primarily to make the product more salable, such as packaging, 
are included in marketing. Sec Marketing Definitions, op.cit., p. 15. For a somewhat dif- 
ferent view regarding the relationship of n^ .rketing to form, time, place, and possession 
utility, see Wroe Alderson, Marketing Behavior and Executive Action (Homewood, 111.: 
Irwin, 1957), pp. 68-9. 

" For a stimulating discussion of this problem, see Roland S. Vaile, “Some Concepts of 
Markets and Marketing Strategy," in Robert V. Mitchell (ed.), Changing Structure and 
Strategy in Marketing (Urbana: Bureau of Economic and Business Research. University of 
Illinois, 1958)", pp. 17-8. 
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The Importance of Marketing 

The significance of marketing effort in a modern economy was discussed 
in a general way in the opening paragraphs of this chapter. The importance 
of marketing can be demonstrated more specifically, however. For example, 
the expenditure for marketing activities is a very significant item in our total 
economic picture. Detailed information regarding the cost of marketing will 
be presented in a later chapter. For the present, it is sufficient to note that 
in the United States approximately 50 per cent of each dollar spent for goods 
represents marketing cost and that the total expenditure for marketing prob- 
ably exceeds $150 billion per year. I’hus the cost of getting goods from the 
producer to the consumer is about equal to the original cost of producing 
them.® 

Tliat marketing is an important segment of our economy is further shown 
by the number of firms and persons engaged in it. In 1959 there were 4,583,000 
business firms in existence in the United States. Of this number, 1,977,000 
were classified as retailers and 312,000 as wholesalers, a total of 2,289,000 or 
almost half of all business enteq^rises.® In addition, there are numerous firms 
engaged in transportation, communication, financing, and service industries 
that must also be included in any listing of business enterprises engaged in 
marketing. 

In that same year, the retailers and wholesalers specified abo\e employed 
over 11,000,000 persons.’® Proprietors of these firms numbered almost 2,000,- 
000, giving a total of 1 3,000,000 persons engaged in retail and wholesale trade 
alone. To this figure, wc must add all those persons who arc employed by 
manufacturing concerns in a marketing capacity; a substantial proportion of 
the persons engaged in transportation, warehousing, communications, and 
financing; a large number of persons working in the service industries; and 
various other persons engaged in business activities auxiliary to the perform- 
ance of the marketing functions. 

It is probable that some 20,000,000 people may be classified as gainfully 
employed in one form of marketing activity or another. Even this conserva- 
tive figure represents at any given time from 25 to 30 per cent of the total 

* Although “production” has been previously defined in the broad sense to encompass 
all economic activity including marketing, the terms “producer” and “prodiKtion” will be 
used in this book in the more commonly accepted narrow sense. Tluis “producer” is used 
here and subsequently as a comprehensive term to designate growers, extractors, processors, 
and manufacturers — those engaged primarily in creating form utility. 

^Statistical Abstract of the United States, 1960 (Washington, D.C.: U.S. Government 
Printing Office, 1960), p. 484. 

Ibid., p. 211. 
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civilian labor force. Moreover, the proportion of our total labor force that 
is gainfully employed in marketing has constantly increased in the past 
and probably will continue to do so in the future. Thus it is not difficult to 
see that marketing is an important activity in our economy. 

SOME BASIC MARKETING CONCEPTS 
The Marketing Processes 

The ultimate objective of all marketing effort is to place goods in the 
hands of consumers. Many marketing activities must be performed to accom- 
plish this objective, the major activities being designated as the “functions 
of marketing.*' These functions— such as selling, buying, transportation, stor- 
age, and others— will be outlined later in this chapter and discussed in greater 
detail in subsequent chapters. At this point, however, it will prove helpful 
to understand that these funetions are performed within a marketing frame- 
work wlr’rh has been built around a twofold flow of produets involving three 
major processes: concentration, equalization, and dispersion. 

Concentration and Dispersion. The first aspect of this flow of products is 
the process of concentration. Goods which are produced in small lots must 
be collected into larger quantities at central points in order that they may 
be marketed efficiently. Concentration is particularly important in the mar- 
keting of coniinoditics sold in their natural state. This is true whether they 
are raw' materials of manufacture, such as unprocessed cotton or wool, grain, 
and iron ore, or commodities consumed in their original form, such as fresh 
fruits and vegetables. Concentration is also important in the marketing of 
some nianiifacturcd products, especially those which are assembled into other 
products by large manufacturers. For example, ceitain automotive parts and 
subassemblies are concentrated from several suppliers by the large automobile 
manufacturers. 

The second aspect of this twofold flow of products is the process of dis- 
persing toward the consumer or user those commodities w'hich have been 
concentrated at central points. The large lots that have been collected for 
efficient marketing must be broken down into the smaller quantities required 
to meet the needs of buyers. Raw materials arc dispersed to manufacturers 

Between 1870 and 1950 the proportion of the labor force engaged in wholesaling 
and retailing increased from 6.1 per cent to 16.4. The numbers engaged in commodity 
distribution per thousand employed in commodity production increased at a rate of 2.1 
per cent per year during this same period. See Harold Barger. Distribution’s Place in the 
American Economy since 1869 (Princeton: Princeton University Press. k955), pp. 3-8. 
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and processor, and products ready for final consumption are dispersed to 
middlemen for further dispersion to final consumers. 

The methods by which concentration and dispersion take place arc by 
no means uniform for all commodities. Some agricultural products, for 
example, are shipped directly from producers to central markets, from which 
they are then dispersed, with or without further processing, toward the ulti- 
mate consumer. Others are first collected at local markets and arc then sent 
to the central markets. Large retailers often buy directly from producers, and 
sometimes growers sell directly to consumers. Concentration is not of major 
importance in marketing most manufactured products, since they tend to 
be produced in large quantities, but dispersion assumes great significance. 
Manufactured goods may be shipped from the factory to consumers, retailers, 
or wholesalers; or they may be dispersed to factory-owned warehouses or to 
public warehouses, from which they are in turn dispersed to manufacturers, 
wholesalers, retailers, or consumers. Tlie great majority of products are first 
concentrated as raw materials, processed, and then dispersed as manufactured 
products. 

Equalization. Between these processes of concentration and dispersion 
oecurs the activity which we call “equalization.” Equalization consists of ad- 
justments of supply to demand on the basis of time, quantity, and quality. 
It is the process by means of which the supply of goods ready for sale is 
adjusted to the demand for them. Most goods from mines, factories, and 
farms are produced for the market rather than to fill specific orders; and 
since production and consumption are often seasonal and demand is subject 
to frequent fluctuations, the flow of products to the market by no means 
corresponds in point of time to the demands for consumption. Moreover, 
in many eases, neither the quantity nor the quality of goods as they come 
from individual producers meets the needs of those who wish to use them. 
Individual farmers, for example, do not produce enough grain to supply a 
single flour mill; and, on the other hand, flour may be shipped from the 
mill in carloads, whereas most retailers purchase smaller amounts. 'lire vege- 
table grower may market in truekloads or carloads, whereas the ultimate con- 
sumer may wish to buy in lots of a bushel or even a few pounds. ITie quality 
of products as they come from individual producers, likewise, may or may 
not meet the needs of particular purchasers, and so supplies mu^ be adjusted 
to meet the demands for particular qualities. 

Marketing Processes Illustrated. Figure 1-1 outlines the thrc6 processes as 
they are carried on in the marketing of wheat and flour, although it is, of 
course, impossible to indicate the relative number of producers, consumers, 
and other parties involved. And it is also impossible to show the constantly 
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changing conditions of supply and demand in terms of time, quantity, and 
quality which make the work of equalization so difficult and so important. 

The process of equalizing supply and demand is a particular function of 
the wholesale markets, but it is often carried on by manufacturers and re- 
tailers as well as by wholesalers. For some commodities, manufacturers and 
retailers perform much of the work of equalization and well-organized whole- 


EQUALIZATION - WHEAT EQUALIZATION - FLOUR 



Wheat Local Wholesale ,^.,1 Jobbers 

Growers Elevators Dealers Wholesale '*'®" 


Grocers 

Figure 1-1. Concentration and Equalization of Wheat. Equalization and 

Dispersion of Flour. 

sale markets do not develop. Where such markets do exist, however, they 
may be looked upon as great reservoirs into which goods flow in varying 
quantities and in many varieties and qualities. Here they are held until the 
demand for them brings about their dispersion toward the consuming mar- 
kets. This is the great service of wholesaling— to acquire goods of the qualities 
demanded; to accumulate those demanded seasonally; to store products pro- 
duced seasonally until they are needed; to adjust the flow of commodities 
toward the points of demand for them; and to take up the slack between 
the currently changing volumes of production and demand. In addition, this 
centralization of marketing processes greatly facilitates the transfer of title 
as goods move from producer to consumer. 
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Concentration, equalization, and dispersion are the heart of marketing. 
It is the need for the performance of these operations that makes marketing 
necessary. 

A Market 

At every point at which a specific commodity is concentrated for sale a 
market is found. Ihis is true whether it is being concentrated for further 
concentration, for dispersion, or, as often happens, for both purposes. Indeed, 
a market always exists unless the operation is controlled by a single business- 
man. In that case no change of ownership is involved. 

A market, therefore, may be defined as a center about which, or an area 
in which, the forces leading to exchanges of title to a particular product 
operate, and toward which and from which the actual goods tend to travel. 
It leads to clarity of thought to bear these two aspects of market struc- 
ture constantly in mind: the transfer of the title to goods from seller 
to buyer, and the physical transfer of the goods themselves. But the physical 
presp^e of the goods is not essential, for the distinguishing characteristic 
0 ^ market is the fact that transfers of title take place therein. 
y Tlie term “market,” as just defined, involves a place or area in which 
buyers and sellers function. We also use “market” in two other senses: (1) 
the sphere within which price-making forces tend to operate, as when we 
speak of a strong market for wheat, and (2 ) as the aggregate demand of the 
potential buyers of a commodity or scrs ice.’^ In this latter sense, we speak 
of the market for automobiles, of the retail market, of the teenage market, 
of the New England market. In each case, an aggregate demand is involved, 
either for a given’ product by all buyers or for all products by a given segment 
of buyers. It is well in using the term “market” to show elearly the sense 
in which it is employed. 

Channels of Distribution 

The term “distribution” is used ordinarily as a synonym for “marketing” 
and is most commonly found in the phrase “channel of distribution.” The 
methods by which transfers of goods and titles arc carried on vary greatly. 
It is difiicult and usually impossible for producers and consumers to make 
direct contact in the exchange of goods. Because of this, middlemen have 
developed as intermediaries between consumers and producers, and largc- 

*‘See Marketing Definitions, opxit., p. 15. 
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scale producers and buyers have developed highly specialized agencies under 
their own control to perfonn marketing operations. Consequently, many com- 
binations of agencies are used for performing the operations involved in the 
transfer of titles. The combinations that are used depend on the nature of 
the product, the conditions of its supply and demand, and the development 
of market techniques, considerations to be discussed in later chapters. 


Manufacturer 

A 


Wholesaler 


Retailer 




Consumer 
( 2 ^ 





Manufacturer's retail branch 

Fignre 1-2. Channels of Distribution for Manufactured Goods. 


A channel of distribution is the course taken in the transfer of the title 
to a product. Title to some goods is passed several times while they are en 
route from producer to consumer. 'I 'he physical transfer of the goods them- 
selves may or may not be carried out through the same channels. But ordi- 
narily the goods pass along the .same channel as does the title. A few of the 
more common channels of distribution used in the sale of manufactured 
products to final consumers are illustrated in Figure 1-2. Manufacturer A sells 
directly to consumers. Manufacturer B sells to wholesalers as well as to 
retailers. Tire goods sold are delivered to the middleman who bought them, 
wholesaler or retailer. Manufaeturer C sells to wholesalers and to retailers, 
but the products he sells directly to retailers arc delivered from wholesaler 
stocks. Manufacturer D sells only to wholesalers. Manufacturer E sells some 
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products to wholesalers, but he also sells to retailers from his own wholesale 
branches and makes deliveries to these retailers from stocks kept in the 
branches. Manufacturer F sells and delivers a part of his output to retailers 
through his wholesale branches. He also sells to consumers through his own 
retail stores, and delivers stocks to these stores from his wholesale branches 
as well as directly from his factory. 

It is evident that title may be transferred by direct purchase and sale 
between producer and consumer. This is the procedure shown for Manufac- 
turer A in Figure 1-2. It is common in the sale of some raw materials to 
manufacturers, and in the case of goods sold in large quantities by one manu- 
facturer to another. Steel mills, for example, usually sell directly to those 
manufacturers who use steel in large quantities; and in parts of the South, 
some cotton is sold to local mills by growers. It is frequently more con- 
venient and more economical, however, for producers to use those specialized 
agencies known as “middlemen.” ' 

Middlemen 

Business organizations that specialize in carrying out the transfer of title 
between producers and consumers are known as middlemen. Their chief 
functions are to buy and sell or to assist in transferring title between sellers 
and buyers. But they usually carry on other marketing functions as well. In 
their buying and selling. operations they may, or may not, take title to the 
goods. They are, indeed, commonly classified on the basis of their relation 
to the transfer of title.. Those who buy goods outright, and thus take title, 
are “merchant middlemen.” Those who assist directly in bringing about the 
transfer of title, but who do not themselves take title, are called “agent 
middlemen,” or “functional middlemen.” Tlieir efforts are directed primarily 
toward expediting or making more convenient the exchange of ownership. 
Jobbers, wholesale reeeivers, and retailers are the most common of the mer- 
ehant class. Brokers, selling agents, and commission men are examples of 
agent middlemen.^" 

A third group of agencies should also be distinguished. They are the 
"facilitating agencies”: the individuals, firms, and corporations that specialize 
in the performance.pf a part or all of the work involved iii one type of market- 
ing activity. Advertising agencies, railroads, public warehouses and cold storage 
plants, inspectors and graders, banks, and insurance companies are typical 
examples. Such agencies serve producers, middlemen, and consumers in a 

The operations of these types of middlemen will be discussed in subsequent chapters. 
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specialized capacity. They are not, however, properly called middlemen. 
It leads to clarity of thought to confine that term to those engaged in direct 
assistance in the transfer of title. 

APPROACHES TO THE STUDY OF MARKETING 

Three basic approaches are customarily used in describing and explaining 
the marketing system: the commodity, the institutional, and the functional. 
TTie commodity approach undertakes the detailed study of the marketing 
of typical or representative commodities, or of classes of commodities, to 
ascertain the differences in marketing methods, services, and problems. The 
institutional approach studies the various marketing institutions, particularly 
the middlemen that perform the marketing task. The functional approach 
is concerned with an analysis of the major activities, or functions, of market- 
ing that must be performed by the marketing system. 

All of these approaches are of considerable importance in the study of 
marketing, and an introductory marketing book will of necessity make some 
use of jac’i ripproach. For example, the following three chapters will under- 
take to outline the system used in the marketing of the various broad classes 
of commodities, and later chapters will be concerned with retail, wholesale, 
and other marketing institutions. 'Fhc functional approach, however, is the 
most useful for our purpose, since the marketing functions must be performed 
regardless of the commodity involved or the marketing agencies used. 

A knowledge of the marketing functions is necessary to show how the 
major processes of marketing— concentration, equalization, and dispersion- 
arc carried on. So important are these functions to the marketing processes 
that an understanding of them offers the best approach to the solution of 
many of the problems involved in marketing. This knowledge also enables 
one to understand why middlemen exist, why marketing is costly, and why 
certain marketing institutions and techniques have developed. I'he functions 
are performed largely by businessmen whose ultimate objective is to earn a 
profit. It is, consequently, the cost of performing these functions that makes 
up the cost of marketing, and it is the performance of these functions that 
constitutes the work of middlemen. In fact they w^cre originally called 
the '‘functions of middlemen.'' But they may be, and often are, performed 
by producers and by consumers. 

In the first published analysis of these functions they were called “the functions of 
middlemen.” See A. W. Shaw, “Some Problems in Market Distribution,” Quarterly 
Journal of Economics, August 1912, pp. 703—65. ITiis article has been cpndensed and 
reprinted in Hugh G. Wales (ed.), Changing Perspectives in Marketing ^(Urhstm: Uni- 
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THE MARKETING FUNCTIONS 

A marketing function is “a major specialized activity performed in mar- 
keting.” Many such specialized activities could lie listed here, but it seems 
desirable to restrict the number to the eight indicated. Each of these 
marketing functions will be discussed briefly in this chapter, but a more 
thorough analysis will be undertaken in later chapters. For purposes of dis- 
cussion, they can be conveniently classified as follows: 

A. Functions of exchange 

1. Selling 

2. Buying 

B. Functions of physical supply 

3. I’ransportation 

4. Storage 

C. Facilitating functions 

5. Financing 

6. Risk-taking 

7. Market information (its collection, communication, and interpre- 
tation) 

8. Standardization 


Functions of Exchange 

In the process, of transferring ownership the two important functions of 
selling and buying can be distinguished. I'hese arc, in reality, complementary 
functions leading up to and accomplishing the transfer of title, but the view- 
point of each is different, llie purpose of selling is to create demand for a 
particular product and to find buyers to whom it can be sold at a price 
satisfactory to the seller. The purpose of buying is to procure the variety, 
quality, and quantity of goods the buyer desires, to have them ready for his 
use at the proper time and place, and to obtain them at a price which is 
satisfactory to him. 

versity of Illinois Press, 1951), pp- ?2-54. In 1917, L. D. H. Weld enlarged Shaw’s con- 
cept with a consideration of ‘‘marketing functions.” See his ‘‘Marketing Functions and 
Mercantile Organization,” American Economic Review, June 1917, pp. 536-18. For more 
recent appraisals and criticisms of the functional idea, see references at the end of this 
chapter. 

Marketing Definitions, op.cit., p. 16. 
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_ Se lling. A basic task of marketing is to bring seller and buyer together. 
'rni?'may be done directly or through their representatives. It is essential 
because, no matter how great may be the desire of the one to sell and of 
the other to buy, no exchange can take place until each knows of the desire 
of the other. 

The function of selling, in its broadest sense, involves a number of sub- 
sidiary functions, as follows: 

1. The function of product planning and development. The seller must 
offer a product that will sati.sfy the needs and desires of buyers. He must 
decide exactly what type of product to produce and when to produce it. He 
must have it available when the buyer wants it and at a price that the buyer 
is willing to pay. In part, product planning may be considered to be a pro- 
duction function, but obviously it is of great importance to marketing. A 
satisfactory product is the starting point of all marketing effort. ITie product 
planning function has often been designated as the function of “merchandis- 
ing.” The latter term, however, is used in so many ways that we shall not 
employ it ncic.'* 

2. Tlie contactual function. This involves the seeking out and locating 
of buyers by the seller, the making and maintaining of contacts with buyers.‘^ 

3. The function of demand creation. This includes all special efforts used 
by sellers to induce buyers to purchase their products. In the American 
economy, the impetus to the exchange of title for particular goods falls in 
large part on the seller. Because most businessmen desire to increase their 
sales volumes, demand-crcational efforts arc widespread— including the use 
of personal selling, advertising, and other devices. 

4. The function of negotiation. The terms and conditions of sale must 
be negotiated between seller and buyer. These terms of sale include such 

^•Thc Committee on Definitions of the American Marketing Association defines 
"merchandising” as “the planning and suirervision involved in marketing the particular 
merchandise or service at the places, times, and prices and in the quantities which will best 
serve to realize the marketing objectives of the business.” It goes oh to state that the term 
has been used in various ways and that the recommended definition describes essentially 
the activity of merchandise, or product, planning. See Marketing Definitions, op.cit., p. 
17. See also Edmund D. McGarry, “Some Functions of Marketing Reconsidered," Chap. 
16 in Reavis Cox and Wroe Aldcrson (eds.). Theory in Marketing (Homewood, 111.: Irwin, 
1950), csp. pp. 270-1. 

The first use of the term “contactual lunction” was by Ralph F. Brcycr in The 
Marketing Institution (New York: McGraw-Hill, 1934). Breycr, however, recognized only 
two functions, the contactual and the negotiatory. For a discussion of Breyer’s ideas, see 
E. D. McGarry, op.cit. 
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things as quality and quantity of product, price, time and method of shi]^ 
ment, time and method of payment, and many others. 

5. The contractual function. This involves entering into the final agree- 
ment to sell, including the transfer of title.^* 

Thus it is evident that selling is an all-important function. At all stages 
in the marketing process it is commonly necessary for someone to sell. This 
may be a very simple process or it may be, and frequently is, involved and 
costly. 

^ Buying, The function of buying consists of those activities involved in 
assembling goods under a single ownership and control. Its immediate pur- 
pose is to bring commodities together where they are wanted for use in pro- 
duction or in personal consumption. It results from the buying efforts of 
businessmen and consumers, and it is important to understand that it involves 
ownership and control of goods rather than their mere physical concentration. 
As in the case of selling, certain subsidiary functions of buying may be 
designated: 

1. The function of planning assortments. As the seller must adapt his 
product to buyers’ needs so buyers must do the planning necessary to deter- 
mine their needs. Business buyers must study their own markets in order 
to know the type, quantity, and quality of goods desired; and ultimate con- 
sumers, in turn, must make similar determinations regarding the assortments 
of products that they wish to possess. 

2. The contactual functioji. Tliis involves the searching for sources of 
supply. Although we tend to think of the seller as taking a considerable por- 
tion of the responsibility for the contactual function, it is often necessary 
for the buyer to seek out vendors who can supply a certain product or service. 
This is particularly true of the ultimate consumer’s buying at the retail level. 

3. The function of assembling. Stocks of goods must be brought together 
for use in production or trade by manufacturers, wholesalers, and retailers, 
or for personal consumption by final consumers. Modern conditions of pro- 
duction, marketing, and consumption make assembling an important activity. 
Goods produced in many areas, often at a great distance, must be assembled 
in the right quantity and quality, at the right place and time, and at the right 
price. 

4. The function of negotiation. The terms and conditions of purchase 
must be negotiated with the seller. 

McGany combines these last two functions into one called the "'termination func- 
tion.” Sec Theory in Marketing, op.cit., pp. 272-? 
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5. The contractual function. Final agreements are made and the transfer 
of title takes place. 

Buying and selling then are the complementary functions around which 
all marketing effort revolves. They are basic to the entire marketing process. 
The foregoing discussion outlines the general nature of these two functions. 
In subsequent chapters, we shall discuss them in greater detail. 

A Note on Pricing. Some students of marketing consider pricing to be a 
separate function,^® but it is such an essential part of buying and selling that 
it seems best to treat it as a problem rather than as a function. Tliis, however, 
in no way denies its importance to marketing; on the contrary, it is a problem 
of great importance throughout the marketing system. Goods and services 
are bought and sold at a price, but back of that price may be a long line of 
executive decisions, and prices themselves may be expressed in many ways. 
The problems of pricing will also be discussed in later chapters. 


Functions of Physical Supply 

The physical transfer of products from producer to consumer is accom- 
plished by means of the highly specialized and technical activities of trans- 
portation and storage. Transportation is the movement of products from their 
sources to the place of consumption, and storage is the holding of products 
from the time their production is completed until the time of their con- 
sumption. 

Transportation. It is a commonplace of industrial history that improved 
transportation makes possible large markets, large-scale production, and spe- 
cialization in industry. It has increased the variety of goods available for 
consumption, and has reduced the cost and increased the speed of their 
physical distribution. In our modern industrial b‘fe, this service of taking 
goods from the place at which they are produced to the place at which they 
arc to be consumed has attained great importance. 

Storage. Storage is likewise essential to marketing, especially to the process 
of equalization. Its function is to hold and preserve stocks of goods from the 
time of production to the time of use. Since these times are seldom syn- 
chronized, businessmen find it necessary to accumulate inventories. Nearly 
all goods must be stored at one or more points in the journey from producer 
to consumer. Storage makes it possible lor goods that are produced seasonally 
to be used throughout the year; goods produced ‘‘for the market"' can be 
held until there is a demand for their use; products required for use during 

See, for example, McGarry, op.cit., p. 271. 
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short periods can be produced over longer periods of time; perishable com- 
modities can be preserved over relatively long periods; manufacturers can 
have raw materials stored ready for use; and products can be held for a 
higher price. 

The foregoing discussion shows the necessity for the transportation and 
storage of products and indicates their importance to industry. It is obvious 
that while the functions pertaining to the exchange of title are of predominant 
importance in marketing, they can be made effective only through the func- 
tions of physical exchange. 

The Facilitating Functions 

Four other functions are involved in marketing: financing, risk-taking, the 
collection, communication, and interpretation of market information, and 
standardization. 

Financing. Modern marketing requires vast resources in machines, mate- 
rials, land, and men, and large quantities of goods must be held in storage 
for future use. Moreover, nomial marketing procedure involves the wide- 
spread extension of credit to buyers. To meet these demands of our market- 
ing system the control of capital is necessary, and the means by which this 
capital is supplied is called “financing.” A familiar situation is found in the 
case of the man who is fitted for running a retail store but who is without 
financial resources. At the same, time there are others who have the resources 
but lack the time, the desire, or the ability to undertake the project. Means 
have been developed to bring these together. Another illustration is found in 
those lines of business in which there are seasonal peaks in marketing during 
which much larger capital sums are needed than at other seasons of the year. 
Firms engaged in marketing such products must be possessed of large financial 
resources in order to meet the demands of these recurring periods. Or, being 
without sufficient capital, they must attempt to borrow it. Other businessmen 
who could accumulate sufficient funds to meet all such peak loads may prefer 
to invest their accumulations in extensions of their business, or even to 
invest elsewhere. Otherwise such surplus funds can be utilized to advantage 
only a part of the year and may remain unused drawing no return for the 
remainder of the time. To meet such problems as these is the function of 
financing. ' • 

Risk-taking. The entire marketing process by means of wfiich goods are 
taken from producer to consumer involves risk. This risk is as^med by those 
who take part in marketing, and particularly by those who tak^ title to goods. 
There is risk of loss from fire, flood, storm, theft, deterioration, and from 
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bad debts or general financial difficulties outside the control of the individual. 
Fashions may change or the market may be misjudged, leaving unsalable 
products in the hands of those who have produced or purchased them for 
sale. Increased supplies, reduced demand, or changes in the value of money 
may change the prices of commodities. Some of these risks can be wholly 
or partly insured against, or the burden can be shifted to the shoulders of 
those who specialize in bearing them. With many others, however, the busi- 
nessman must himself contend. The means by which these risks are insured 
against, shifted, and borne is an important phase of marketing. 

TVlarket Information. Also important to marketing is the collection, 
communication, and interpretation of market infonnation. This includes the 
gathering and interpretation of such facts as may be thought to have a bearing 
on what products are available, what sellers plan to sell, what buyers will 
purchase, the quantities available, and the prices that sellers and buyers are 
willing to receive or pay. Above all, modern marketing requires data about 
the market itself: the number of consumers and their location, their purchas- 
ing power, their product and brand preferences, their motivations, and many 
other similar items of information. 

Many of the major decisions that businessmen must make are based 
on their interpretation of the available market data. Whether to go into 
business, what the business shall be, and where it shall be located; where 
to sell and by what means; whether to modify existing products and marketing 
methods to meet the demands of existing or changing market conditions — 
these and maiiy other marketing problems are answered on the basis of the 
businessman's interpretation of the available market information. His informa- 
tion may be meager, or it may be based on carefully collected data interpreted 
after a thorough analysis based on the most advanced methodology. 

To be effective in bringing about a proper regulation of the flow of com- 
modities into the channels of trade, market infonnation must be accurate, 
adequate, and promptly available to all parties involved in its use, and it 
must be properly interpreted by those w^ho use it. 

Standardization. Standardization is the general tenn which includes the 
establishment of standards for products, the inspection of products in order 
to determine the standards to which they conform, and, where necessary, 
the sorting of products into lots conforming to established standards. The 
last two activities arc commonly called “grading." It is evident that the three 
activities are closely related and have as their objective the attainment of the 
advantages to be derived from marketing standardized products. Thus we 
include them under the one term “standardization." 

Standardization is an important marketing function because ^standardized 
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products are more easily purchased and sold. When products are known to 
be of uniform quality, size, and type, and when these characteristics conform 
to recognized standards, the consumer can purchase them with confidence 
that they will meet his needs. When products are not standardized, however, 
they must be carefully inspected by the buyer, checked for quality and 
suitability, and perhaps tried on for size. Even after all this, and regardless 
of the care with which the purchase is made, they still may be found to be 
unsuitable at a later date and may have to be returned to the seller and 
exchanged for a more appropriate item. Transactions involving nonstandard* 
ized products are expensive in time and money to both buyer and seller. 
And yet much remains to be accomplished in our marketing system with 
respect to the standardization of goods, especially those sold to the ultimate 
consumer. 


SUMMARY 

Marketing is an important and complex aspect of the American economy. 
Its ultimate objective is to provide the consumer with the goods and services 
necessary to satisfy his needs and desires. 7’his objective is accomplished 
through the marketing efforts of many producers, wholesale and retail middle- 
men, facilitating agencies, and even consumers themselves. The work of mar- 
keting is carried on through the processes of concentration, equalization, and 
dispersion and involves the performance of the marketing functions. It is evi- 
dent that these functions must be performed and that their performance 
involves expense. These expenses make up the cost of marketing, a cost which, 
added to the cost of production, goes to make up the total cost of the product 
that is sold to consumers. All of these functions do not necessarily appear in 
each marketing transaction, and each function may appear at various stages 
in the distribution of a particular product. But some or all of them must 
be performed at each step in the marketing of all commodities. Actually the 
marketing functions are performed in various ways and by various agencies 
depending upon the type of commodity being marketed and the conditions 
of its production and consumption. In the three following chapters, wc shall 
outline the marketing system and show how its structure is affected by com- 
modity characteristics. 


QUESTIONS FOR DISCUSSION 


1. Compare the definitiqi 
given in footnote 



used in this book with the definition 
nificant differenees between them? 
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2. Paul Mazur has stated that marketing is the delivery of a standard of living. 
Discuss the implications of this statement and its usefulness as a definition of 
marketing. 

3. If Peter Druckcr is correct in his contention that present underdeveloped coun- 
tries would benefit immediately by the development of an efficient marketing 
system, even though the manufacturing system itself may not be efficient as 
yet, how do you explain the fact that efficient marketing systems have always 
developed after efficient manufacturing systems and not before? 

4. Show how each of the marketing functions relates to and assists ift the perform- 
ance of the processes of concentration, equalization, and dispersion. 
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MARKETING MANUFACTURED 
CONSUMER GOODS 


For the purpose of the ensuing analysis, three classes of products may 
be distinguished: manufactured goods, natural raw materials, and agricultural 
products. Manufactured goods may be further subdivided into consumer 
goods, which arc destined for use by the ultimate consumer, and industrial 
goods, which are purchased by business buyers. Natural raw materials, of 
course, are industrial goods since they are the products of the mine, forest, 
and sea wdiich undergo processing operations prior to final consumption. 
Agricultural products include both raw materials for industry, such as cotton, 
wool, and gnin, and consumer goods, such as fresh fruits and vegetables, 
which are transferred to the ultimate consumer in their original form. Each 
of these classes of products has its own particular marketing structure, a 
structure which is especially adapted to the chaiacteristics of the products 
involved and which differs at least in some degree from the marketing system 
used for the other classes of goods. The marketing of these various types of 
products will be outlined briefly in this and the two following chapters. 

CHARACTERISTICS OF MANUFACTURED PRODUCTS 

The marketing of manufactured products, both consumer and industrial 
goods, tends in certain respects to be a somewhat less complex process than 
that for agricultural products. The channels of distribution generally require 
the use of fewer middlemen, since the process of concentration is less involved. 
The producer of manufactured goods exercises much more control over the 
marketing of his product than does the producer of agricultural goods. Tlie 
reasons for these and other differences lie primarily in two characteristics of 
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manufactured products and of their production: (1) the fact that the manu- 
facturer has a large degree of control over the quantity and quality of his 
product, and (2) the fact that production usually takes place on a larger sealc 
than does agrieultural production. 

Ckmtrol of Quantity and Quality 

The production of manufactured goods can be closely adjusted to the 
actual and anticipated market demand. If the market requires a certain qual- 
ity of product, the manufacturer can usually provide it. He can also determine 
the quantity that he will produce and is thus able to plan in advance his pro- 
duction, marketing, and financial operations. 

This control over the quantity of production represents a substantial 
advantage to the producer of manufactured goods, and one that is not equally 
available to the producer of agricultural commodities. Because of this control, 
the manufacturer is in a position to c.xercise a greater degree of influence on 
the price of his product than can the individual agricultural producer. In a 
declining market, production will be curtailed in an effort to balance supply 
and effective demand, to prevent market gluts, and to maintain at least some 
degree of price stability. In a rising market, efforts will be made, within the 
limits of plant capacity, to increase production to meet the demand. Although 
manufacturers are not always completely successful in these efforts, it is true 
that the priees of manufactured goods tend to change less rapidly than do 
the prices of agricultural products despite the fact that substantial effort has 
been made for a number of' years to stabilize agricultural prices through 
governmental action. 

As a result of the fact that quality is subject to close control, most manu- 
factured products are standardized as they come from the factory. It follows 
that the expenses of standardization as a marketing function arc reduced 
to a minimum. There exists, moreover, on the part of most consumers a 
high degree of faith in the integrity of manufacturers. Tliis permits the latter 
to brand their products and thus to exercise a certain amount of market 
control. Branded products can be readily identified, and if uniform quality 
is maintained by the manufaeturer, consumers who have derived satisfaction 
from the use of these products in the past will tend to buy them again. The 
desire to create and maintain this consumer good will induce the manufac- 
turer to attempt to produce goods of uniform quality, and the conditions 
of production make it possible. 
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Large-Scale Production 

Manufacturing operations tend to be conducted on a large scale, espe- 
cially in comparison with agricultural operations. This does not mean that 
all, or even the majority of, manufacturing firms are large; in fact the ma- 
jority are ordinarily classified as small. Neither does it mean that all agricul- 
tural operations are small, particularly since the size and productivity of 
farms have increased significantly over the years and presently are rising at 
a rapid rate.^ But it docs mean that most manufacturing is conducted on a 
sufficiently large scale so that some control can be exercised over the mar- 
keting methods used, and most firms can market their products efficiently 
prior to the beginning of the dispersion process without combining them 
with the products of other firms. Thus manufactured goods generally need 
not be concentrated. It is true, as wc shall see later, that small manufacturers 
sometimes turn over to a specialized agent middleman the entire task of 
marketing their products. This is somewhat exceptional, however, and usu- 
ally docs involve the physical concentration of the products. Accordingly, 
the marketing of manufactured goods is concerned more with the dispersion 
process than it is with the concentration process. 

The growth of large-scale production, however, has had even more im- 
portant effects upon marketing. Individual manufacturers have found it 
necessary to use aggressi\’c marketing methods in order to sell the output of 
their factories. Large-scale production has also brought a clearer recognition 
of the importance of operating plants continuously in order to meet fixed 
expenses and to keep the organization together. This often has resulted in 
tremendous pressure on the marketing and sales organization to sell more 
goods. 'Lhc efforts that have been made to accomplish these purposes have 
had numerous effects, of which three arc particularly pertinent to the present 
discussion. These are (1) the effect upon integration and combination, (2) 
the effect upon competition and product differentiation, and (3) the effect 
upon direct marketing. 

Integration and Combination. In their efforts to achieve even greater 
size and market control, business firms have tended to integrate and com- 
bine their operations with those of other firms. This integration and com- 
bination has been both vertical and horizontal in character. 

In vertical integration or combinatiun, operations in successive stages of 

1 It may be noted also that, as agricultural operations have attained a greater scale, the 
marketing methods used for agricultural products have tended to approach more closely 
those of manufactured goods. See discussion in Chap. 4. 
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production or marketing or both are carried on under a single ownership. 
For example, a steel manufacturing finn may own its own iron ore and 
coal mines, these commodities being the basic raw materials used in making 
steel. Or an automobile manufacturing company may acquire or establish 
a tire manufacturing plant. From the marketing viewpoint, vertical integra- 
tion takes place when a manufacturer establishes his own wholesale ware- 
houses and undertakes to sell directly to the user or retailer. A chain store 
system has integrated vertically when it performs its own wholesaling opera- 
tion and when, as is true of many chains, it purchases or establishes manu- 
facturing plants to produce commodities that are sold in the chain's retail 
outlets. Vertical integration in marketing will be further discussed in the 
subsequent section on direct marketing, but it is evident from even this brief 
review that the integrated operation has no selling problem so long as the 
product remains within the organization. It should be understood, however, 
that some companies permit operating divisions to purchase from sources 
outside the organization if there is a cost or service advantage in doing so.- 

The advantages of vertical integration presumably arise from the fact that 
both production facilities and marketing operations can be more effectively 
coordinated than is possible when manufacturing plants and marketing agen- 
cies are independently owned and operated. To the extent that this is true, 
there exists a relationship between the various elements of the integrated 
organization which may lead to economies in production, buying, transpor- 
tation, storage, research, and financing. And, with effective synchronization 
between demand and supply, it is possible that there is some reduction in 
the amount of market risk incurred. The extent to which these economies 
exist, or whether, they exist at all in many instances, has not been clearly 
demonstrated. Nevertheless, there is a great deal of vertical integration in 
our present economy. 

Horizontal combination refers to the combining of plants and business 
operations which manufacture and market similar products. "Hie products 
may be identical, or directly competing products, or they may be goods 
which are not directly competitive but which are commonly used together 
or sold through the same type of outlets. This latter type of horizontal com- 
bination is sometimes called ‘"circular" or “complementary" combination. 
When many of the articles produced are not closely related, the term “col- 
lateral" combination is sometimes applied. The extent to which horizontal 
combination exists in our economy is so great that every r^der ean cite 

2 For a complete discussion, see Nugent Wedding (ed.), Vertical Integration in Market 
ing. Bull. No. 74 (Urbana: Bureau of Economic and Business Research, University of Il- 
linois, 1952). 
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numerous examples. The large automobile manufacturing companies are 
illustrative: a single firm manufactures and sells various makes of cars that 
are competitive in price with one another, as well as other makes that are 
complementary as to price line. In addition, it manufactures products other 
than automobiles, thus illustrating circular and collateral combination. In 
recent years, specialized appliance manufacturers have tended to combine 
horizontally in order that they might offer a full line of products to dealers 
and distributors. Manufacturers of toiletries and beauty preparations have 
followed a similar pattern, and the producers of industrial chemicals have 
even entered the jonsumer goods field with new and specialized products. 

The extent to which manufacturing economies result from horizontal 
combination is not always Jear. In fact, unless the plant facilities used in 
manufacturing each of the products arc of an optimum size and are operated 
at optimum capaciW, manufacturing rosts may be higher than those of more 
highly specialized competitors. There may be economies in financing and in 
purchasing important materials, and the of expensive industrial and 
marketing research may be less per dollar of sales. Marketing economies may 
also rr^uh- It is frequently found, for example, that a variety of products 
can be marketed at a lower unit cost than is possible for single items in the 
line. The expense for salesmen and advertising can be spread over a wider 
line, and economics in other marketing operations, including warehousing 
and transportation, may result. It is often possible for the multiple-item 
manufacturer to avoid dependence on wholesale middlemen or to obtain 
more effective cooperation of both wholesalers and retailers than can manu- 
facturers of single items. 

In spite of the advantages that may be realized, problems of operation 
and control in both production and marketing arc complex. There is, for 
example, a limit to the number of items an individual salesman can sell 
effectively. Salesmen must be carefully trained and controlled, and since a 
wider line must l^c sold each call takes a longer time; thus a large sales or- 
ganization is essential. Many companies selling a wide line of products have 
found it necessary to develop specialized sales organizations to sell single 
products or groups of products. This is partly due to the difficult)' found in 
training one salesman to know enough about the complete line to sell it 
effectively. Another reason is that many of these large organizations sell to 
several different classes of purchasers, su^h as retailers, wholesalers, institutions, 
and manufacturers. Special knowledge of the needs and problems of par- 
ticular types of purchasers often calls for a degree of specialized knowledge 
which it is impossible for a general-line salesman to aequire. 

Tlie development of the chain store in retailing and of multiple-unit 
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operations in wholesaling are also examples of horizontal combination. There 
are obvious marketing advantages resulting from combinations of this type. 
Buying activities are likely to be carried on more advantageously, and quan- 
tity discounts are usually obtainable on large purchases. Many other econo- 
mies of large-scale operation may be realized. Advertising and other methods 
of sales promotion may also be carried on more effectively. As in the case 
of manufacturing combinations, however, problems of operation and control 
become more difficult in the large marketing organization. More layers of 
management are required, thus increasing overhead costs. Obtaining and 
controlling personnel presents a substantial problem, and it is difficult to 
adapt operations to the particular needs and problems of each local market. 
Thus there are both advantages and disadvantages to multiunit marketing 
organizations, and these will be discussed at considerable length in Chapters 
9 and 12, but there can be no doubt that such organizations have had a tre- 
mendous impact upon the marketing system. 

Combinations then have been formed for various reasons: to alleviate 
competition, to obtain economies in production, to afford a broader base 
for financing, to obtain marketing advantages, and for many other reasons. 
But regardless of the reasons for their fonnation, they have had an important 
effect upon marketing, not only through their inffucncc on competition but 
on marketing methods as well. Ihe intensity of competition, at least in 
certain respects, has been both impaired and enhanced by horizontal com- 
bination. In some cases the number of firms in an industry' has been reduced 
to such an extent that the degree of competition has undouMcdly been im- 
paired, but in other instances the replacement of several formerly weak com- 
petitors by one strong organization has served to increase the intensity of 
competition, at least for a time. In addition, horizontal combination has 
resulted in carrying out marketing operations on a larger scale, in increasing 
the amount of direct marketing, and in utilizing sales promotional methods 
that would not be economical for the small firm. 

Competition and Product Differentiation. Competition of one type or 
another is an important aspect of our economy and of the marketing system. 
Competition may be directed toward the improvement of production and 
marketing methods, the reduction of costs, and the lowering of prices, al- 
though it does not necessarily follow that prices are always lowered as costs 
are reduced. On the othdr hand, competitive effort often is directed toward 
product improvement and the use of sales methods thac will result in greater 
control over the market. Both types of competition are important for manu- 
factured goods. But it is a distinguishing characteristic of the marketing of 
such products, as compared with the marketing of natural raw materials and 
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agricultural products, that considerable emphasis can be placed upon the 
product and sales promotional aspects of competition. 

Actually individual manufacturers, since they operate on a relatively large 
scale, are in a better position to help themselves than are most individual 
farmers. Efforts to improve methods and reduce costs are carried on with 
more determination and usuall> result from their own study and experimen- 
tation, unlike the situation in agricultural products where the research is 
more likely to be carried on by government with the results available to all 
producers. Large manufacturers, in particular, place great emphasis on de- 
veloping new products and improving existing ones, on differentiating them 
from competing products, and on identifying them by the use of brand 
names. Thus, whereas the major result of competition in the sale of raw 
materials and agricultural products is manifest in the price area, we find that, 
although competition in the sale of manufactured products is also evident 
in the price area, it is to a large degree carried out through the sale of differ- 
entiated products which arc branded by manufacturers and middlemen. This 
is particularly true of consumer goods, in the sale of which carefully planned 
market iiir r'fforts arc utilized with a view to creating demand for the differ- 
entiated products. Tlius, in greater or lesser degree, competition is taken out 
of the price area and into the quality area— creating demand for particular 
products which can be sold without the necessity of meeting the exact prices 
of competing goods. 

Direct Marketing. Because of the competition for markets, many manu- 
facturers find it desirable to control their marketing operations and to keep 
in close touch with all the conditions that may affect the demand for their 
products. I’hcre is, consequently, a constant tendency toward direct market- 
ing, the elimination of one or more middlemen in the channel of distribu* 
tion. It is true that the feasibility of direct marketing is dependent upon a 
number of factors, but size and its concomitants are of major importance. 
Most small manufacturers cannot market their products directly, but the 
large producer with adequate financial resources can frequently distribute 
directly to industrial purchasers or to retail stores. And, if direct marketing 
is not entirely feasible, it may at least be possible to exercise a high degree 
of control over the efforts of the independent middlemen and agencies whose 
services are utilized. 

The extent to which he will perform the marketing functions himself 
and the degree to which other marketing agencies will be used is a constantly 
recurring problem to the average manufacturer.® ITiis is particularly true of 

® The general problem of direct marketing and manufacturer-middleman relations will 
be discussed in Chap. 15. 
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his relations with middlemen. Thus he may create a demand for his product 
through the use of his own sales force, or by advertising, or he may depend 
on middlemen entirely. He may also utilize a combination of his own agen- 
cies with those of middlemen, depending in part on his own efforts and in 
part on those of middlemen. He may, in other words, cooperate with the 
middlemen who sell his product and depend on this combination of efforts 
to sell his goods. Manufacturers of both consumer and industrial goods use 
wholesale middlemen; but there are many exceptions, as for example, manu- 
facturers who do their own wholesale selling and who perform all wholesale 
operations through their own marketing organizations. Practically all manu- 
facturers of goods for personal consumption use the retailer. But there are 
important exceptions even here, such as the housc-to-housc sale of ?.otne 
household products, books, and clothing, and the ownership of retail outlets 
by some manufacturers of shoes, automobile tires, and gasoline. 

MANUFACTURED CONSUMER GOODS 


Characteristics of the Market 

It is probably safe to say that the greatest variety of marketing problems, 
and perhaps the most difficult problems, are found in marketing goods for 
personal consumption. To the extent that this is true it is due to the special 
characteristics of the market for such commodities. Consumei;*^oods arc sold 
for use by final consumers wherever people are found. In domestic trade, 
this means all of the people in the country, lliese consumers are unknown 
to the manufacturer, but they normally expect to purchase when the need 
or desire for goods arises, and without previous notice. Such purchases are 
made in small amounts and for the gratification of the needs of particular 
individuals. The purchasers are generally unskilled in buying, and there are 
few recognized standards to aid them. 

Buyers Are Numerous and the Market Widespread. Consumer goods are 
sold wherever there are people with purchasing power who have a desire for 
the product. This means that the market for consumer goods is widespread.* 
Many manufacturers, of course, limit the market area in which they operate, 
but nevertheless their potential customers are numbered in thousands and 
even in millions. In order to serve such a large number of potential buyers, 
it is necessary for the manufacturer to select carefully his obanncl of dis- 
tribution. In most cases, he must rely on retail stores to make his product 


*Thc consumer market is analyzed more specifically in Chap. 5. 
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available to the ultimate consumer, and in many instances he will utilize 
wholesalers to sell to the retailers. Any other method used to serve so many 
buyers would prove to be cither ineffective or too expensive. 

Unit of Purchase Is Small. Individual consumers tend to buy in small 
amounts and often at frequent intervals. For this reason and also because 
buyers are so numerous, the manufacturer is forced to use '"mass methods" 
of selling. Not only must he make sure that his product is available at many 
convenient points of purchase, but in addition he must create a demand 
for his product. It is often necessary for the manufacturer to broadcast sales 
appeals through media that can he expected to reach large numbers of po- 
tential buyers. Mass methods of selling include the use of advertising in 
newspapers and magazines, on billboards and over radio and television; the 
housc-to-house distribution of samples; the demonstration and display of 
articles on a wide scale; and distribution in retail stores. There are, of course, 
exceptional ca^scs when the amount of the individual sale warrants the di- 
rection of sales effort to particular individuals because it appears that the 
profit on an individual sale will be large enough to warrant the expense in- 
volved. But as a rule mass sales efforts are more economical. 

Buyers Are Poorly Informed. Since ordinary consumers buy a great variety 
of merchandise in small quantities, they are not inclined to take time to 
examine the less important characteristics of competing products, and they 
seldom become skilled buyers. And of fundamental importance is the fact 
that not only do consumers seldom attempt to become skilled buyers, but 
even when they have the inclination to do so there arc few recognized stand- 
ards to aid them, llicy must, consequently, depend in large measure on the 
statements of those from whom they buy. That is, thc\ must depend on such 
statements until they have thoroughly tried the article. And even when they 
can determine the qualities of a product through trial, they are still dependent 
on the producer s ability and intention to produce similar products in the 
future. Furthermore, goods for personal consumption are used to satisfy 
intangible desires, and the characteristics which gratify such desires cannot 
usually be subjected to close examination and measurement. 'Ilie same physical 
characteristics appeal to individuals differently, and to a single individual 
their appeal may vary from time to time. Again, it is in the field of personal 
consumption that so many new products designed to gratify new and often 
unrecognized needs, as well as new or changed products to meet well-known 
wants, are found. Consumers must be told about these products. Demand 
must be created. All of these conditions make the consumer particularly sus- 
ceptible to demand creation. 
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Peisonal Considerations Guide Purchaser. Because consumers buy for 
personal gratification, the conditions which surround the sale often assume 
great importance. Service is particularly significant to some purchasers. For 
them service is a part of the product, a part of the thing they arc buying. 
In sucli cases, the cost of the service is usually included in the price of the 
product. The prices for identical commodities, for example, arc usually higher 
in a store that emphasizes service than they are in one that does not. So far 
as the manufacturer of consumer goods is concerned, the important thing 
is to have his product available in those outlets, whether they emphasize 
semce or not, at which the consumer desires to buy. For some products, 
such as durable equipment, it may be important for the manufacturer to 
ascertain that adequate repair and other fonns of service are available in the 
local community. 

And finally, although price is important in the sale of consumer goods, 
it is usually of less relative importance than in the sale of industrial goods. 
But here we must generalize with care. In the sale of some staple products, 
such as sugar and flour, price may be and usually is of great importance; 
whereas with furniture and clothing, for example, more emphasis may be 
placed upon style, suitability, and quality. Moreover, differences in income 
affect the attitude which different individuals have toward price. A dollar 
more or less in the price of an item may make little difference to one with 
a large income, while it may make all the difference between buying and not 
buying to one with a .‘^mall income. 

Classes of Consumer Goods' 

It is commonly stated that the object of all production is consumption, 
and it is evident that if we consider our economy as a whole the ultimate 
aim is the production of goods and services for use by final consumers. Be- 
cause consumer goods arc generally bought in relatively small amounts in 
retail stores, the machinery used in marketing them has been developed 
around the retail store. But the ways in which consumers purchase goods at 
retail vary considerably. These differences in consumer purchasing habits are 
the chief basis for the classification of consumer goods into convenience goods, 
shopping goods, and specialty goods.® No single product can be said to fall 

® This classification and that for industrial goods which is used in the following chapter 
were developed by Melvin T. Copeland in ‘‘Relation of Consumers* Buying Habits to 
Marketing Methods,** Harvard Business Review, April 1923, pp. 282-9, and were treated 
further in his Principles of Merchandising (Chicago: Shaw, 1924). A1 though new concepts 
of consumer convenience have been developed in more recent years, the Copeland classi- 
fication still has considerable merit for certain marketing applications. For further dis- 
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in any one of these classes for all purchasers. But the degree to which those 
who have consumer goods to sell to retail stores, particularly manufacturers, 
think their products fall into these classes for large groups of final consumers 
greatly influences the manner in which they are marketed. This last statement 
points to a weakness in this classification which must be guarded against. It 
may help, but it may also lead the manufacturer astray, unless he takes care 
to use it simply as an aid in studying the relation of his product to his market. 

Convenience Goods. The purchase and sale of convenience goods have 
certain definite characteristics. Consumers prefer to purchase them on short 
notice, with a minimum of effort, and, most characteristically of all, at a 
convenient location. They are generally articles of small value used frequently 
by those who purchase them. Certain drug and hardware products, groceries, 
meats, ice cream and beverages for immediate consumption, some toilet ar- 
ticles, tobacco products, newspapers, magazines, and gasoline are common 
examples. Nearby stores, consequently, or stores which are passed regularly 
in going to and from work or for some other reason, usually offer convenient 
places for purchase. It is not usually worth the consumers' time to shop from 
one store t'> another for such goods. Many are branded and others, although 
not branded, can be purchased with reasonable assurance from dependable 
dealers. 

I’rom the point of \'icw of the retailer, convenience goods are those for 
which demand is regular and continuou*^, and he is chiefly concerned with 
keeping a supply on hand, with offering a convenient service, and sometimes 
with having an attractive display. Quality, and frequently price, are standard- 
ized, and consequently it does not usually require a very skilled type of sales- 
manship to sell convenience goods to consumers. Very often the retailer car- 
ries several brands of a given type of convenience good and devotes little or 
no time to promoting the sale of any one of them. 

The manufacturer of convenience goods usually meets with intense com- 
petition for sales. In order to sell his product successfully, he must make sure 
that it is available when the consumer wants it, and he must devise means 
to induce the middlemen to carry^ his product in stock. If not available when 
wanted, it may not be purchased at all; for the consumer will purchase a 
competing brand or a substitute product or go without it for the time being. 
For this reason it is necessary to have convenience goods available in as many 
stores as possible in order to avoid loss . sales. Limited or exclusive agencies 
are seldom used. 

cussion, see Eugene J. Kelley, “The Importance of Convenience in Consumer Purchasing,” 
Journal of Marketing, July 1958, pp. 32-8; and Rcavis Cox, “Consumer Convenience and 
the Retail Structure of Cities,” Journal of Marketing, April 1959, pp. 355-6i. 
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Because of this need for wide distribution in retail stores and because 
many retail stores sell such products in small volume, the manufacturer has 
a difficult marketing problem. It would require a large marketing organiza- 
tion and would usually be too expensive for him to market directly to re- 
tailers; so he typically sells such goods through wholesale middlemen. If his 
products are branded, he often finds it necessary not only to make his prod- 
ucts attractive to consumers, but to carry on extensive consumer advertising 
with the object of creating a consumer demand which, in turn, will make 
his product attractive to the wholesalers and retailers to whom he desires 
to sell. 

Convenience goods comprise, perhaps, the most clear-cut of the three 
classes of consumer goods. For while it is true that some consumers do shop 
for convenience goods, in order to save a penny here and there or to compare 
qualities, such '‘shopping'" is not comparable in its prevalence to that whieh 
takes place for shopping goods. And although consumers do not always buy 
convenience goods at the most convenient location, they seldom are willing 
to travel any great distance to obtain them, as they often do in purchasing 
specialty goods. 

Shopping Goods. As the name implies, shopping goods are purchased 
with much greater care than arc convenience goods, and a final decision is 
made only after a comparison of several products. Quality, style, suitability, 
and price are the usual bases of comparison, and a sale depends to a con- 
siderable extent on consumer taste. In some instances style is the predominant 
consideration; with another product or another person, qualTty or price may 
assume the greatest importance. Typical examples of shopping goods are 
furniture, rugs, women's clothing, millinery, and expensive jewelry. 

In contrast with convenience goods, shopping goods usually involve a 
considerable outlay of money, are purchased only after due consideration, 
and at infrequent intervals. The buyer usually postpones purchase until he 
has time to shop with care, and he is often willing to go to considerable 
trouble in order to make a satisfactory purchase. ITiis means that many pur- 
chasers, in order to make suitable comparisons, arc willing to go to the 
shopping centers in which stores selling such goods tend to congregate, and 
they may even make several trips before the purchase is finally made. I'hus, 
if the manufacturer of such goods is to achieve the maximum of sales, he 
must have his goods available in those stores in the shopping Renters in which 
shopping is carried on. These are, in the main, department stores and the 
larger specialized stores handling furniture, ready-to-wear, and Similar products. 

Many shopping goods are not branded, and when they are, the brands 
are usually not well known and seldom convey a clear idea of the character- 
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istics the buyer wishes to compare. Thus the buyer must see and compare 
competing products. They arc also goods in which competing stores com- 
monly do not carry identical assortments. Accordingly, the buyer may ''shop'' 
for them in two or more stores. Such shopping may be accomplished, how- 
ever, by comparing the products offered for sale within a single retail store. 

The marketing of shopping goods from manufacturer to retailer differs 
in several important respects from the marketing of convenience goods. The 
manufacturer is interested in having his goods for sale in the most suitable 
shopping stores, rather than in having them in every possible outlet. The 
retailer must exercise great care in stocking only goods which will be wanted 
by the customers of his particular store. Therefore, since the goods must, 
to a large extent, be personally selected by the retailer, usually from samples 
or from the manufacturer’s stock, and because sales to individual stores are 
usually made in large volume, direct sale to the retail store prevails in large 
measure. The importance of having the "right" gOL'ds, and the importance 
of price, make direct negotiation and sale desirable, and the fact that orders 
are likely to be large makes direct selling economically possible. 

Specialty Goods. Specialty goods are those "which have some particular 
attraction for the consumer, other than price, which induces him to put forth 
special effort to visit the store in which they are sold and to make a purchase 
without shopping." ® They arc usually branded and advertised, and customers 
are thus able to identify them. 'I'hey arc, furthermore, to a large extent goods 
the purchase of which involves a considerable outlay on the part of the con- 
sumer and the sale of which makes up an appreciable portion of the sales 
of many of the retailers who handle them. ITieir successful sale at retail 
usually requires a large investment in stock, and sometimes, as with mechan- 
ical devices, a competent and often expensive service department. Men's 
ready-to-wcar clothing, men's and women's high-grade shoes, fancy groceries, 
high-grade watches are examples. Automobiles and electrical appliances are 
sometimes classed as shopping goods and sometimes as specialties.^ 

Although specialty goods commonly bear the brand of a manufacturer, 
it should be pointed out that, whereas some consumers have such a strong 
desire to buy a particular manufacturer's product that they will postpone 
their purchase until they can go to a store which sells it, others have so much 
confidence in individual stores that tb^v will postpone their purehase until 

« Melvin 'r. Copeland, Principles of Merchandising, op.cit., p. 103. 

^ Specialty goods are often handled by exclusive agencies which will be further discussed 
in Chap. 18. New products, novelties, and patented articles are often called specialties. 
Such products are not here considered as specialty goods unless they have the characteristics 
discussed in the text. ^ 
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they can go to the particular store in which they wish to buy. Very often 
the purchase is made for both reasons, that is, the favored store sells the 
favored brand. In such cases there are obvious advantages to both manufac- 
turer and retailer, for the retailer can sell to those who come to his store in 
order to get the manufacturer's brand, and the manufacturer's brand may 
be sold to those who prefer to buy commodities such as his from that par- 
ticular store. 

The distinction between convenience goods and shopping goods is rea- 
sonably clear and is generally aceepted, but the specialty goods class is by 
no means so clear and its validity and usefulness are not so widely accepted.® 
Individual consumers differ in the method used in purchasing many of these 
articles. Thus some buy automobiles only after shopping for them; others 
buy the make of car they have already decided upon and go directly to the 
retail agency which sells it. 'Fhe automobile is of interest in this connection, 
however, since it is sold through exclusive agcncics—the typical method of 
selling specialty goods— but, of course, those who wish to shop can call on 
a number of agencies. Men's clothing is often cited as an example of spe- 
cialty goods, and is such to many buyers, but others may have no particular 
brand preferences; some shop and some may go to a particular store at a 
particular time because that store's advertising has led them to believe it 
has what they want— a short-cut for shopping. 

Another confusing product, is the automobile tire. Some buyers shop for 
tires, some will buy only the brand favored at the moment, others may do 
a little shopping, and still others may have a favored brand but will not wait 
long nor spend much time in seeking a store in which that brand can be 
purchased. Neither will they pay a price much higher than that asked for 
competing brands of similar quality. As a result, we find some tire manu- 
facturers use exclusive agencies, some use limited agencies, some sell to as 
many dealers as they can, and some combine the ownership of stores, close 
cooperation with certain dealers, and a rather wide sale to other outlets. 

Conclusions. Products are classified as convenience, shopping, or spe- 
cialty goods on the basis of the characteristics of their purchase by the ma- 
jority of consumers. But since these are not always easy to distinguish in 
the case of particular products, many goods are difficult to classify. I’he 
classification is nevertheless valuable. The manufacturer who knows, for ex- 

® For example, specialty goods have been defined by one writer as Tthe convenience 
or shopping goods which face such a limited market that outlets are relatively few, necessi- 
tating a 'special purchasing effort* on the part of the buyers.*' See Richard H. Holton, 
"The Distinction Between Convenience Goods, Shopping Goods, and Specialty Goods,*' 
Journal of Marketing, July 1958, p. 56. 
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ample, that his product may be sold as either a shopping or a specialty good 
can weigh the market situation more accurately and proceed to a more in- 
telligent course of action. He may, of course, be led astray by too easy gen- 
eralization, but this classification can be very helpful when supplemented by 
a detailed study of the characteristics of his own product and its market. 

It is safe to say that any manufacturer who brands his products would 
like to create a demand for them on the part of a sufficient number of con- 
sumers to be able to sell them as specialty goods. It is cheaper and more 
convenient for him to sell to a single dealer or to a limited number of dealers 
who handle his products in large volume than to sell them as convenience 
goods to many dealers most of whom sell only a small volume. Such selling 
is also more desirable than selling products as shopping goods. This is true 
even though they may be sold to some or all of the relatively small number 
of shopping stores in any area. If he is successful in creating a specialty de- 
mand for his product, the demand of a considerable number of consumers 
will be focused on his particular product; whereas shopping implies a willing- 
ness to buy any product, branded or unbranded, which best meets the buyer's 
ideas ol qi.dlity, style, and price. 

Moreover, stores selling shopping goods commonly place great emphasis 
on building a reputation for the store as a merchandising institution, and 
thus their sales promotion is built about the store name. They are usually 
large stores that prefer to determine theii own sales policies, to control their 
own advertising, and to minimize or ignore the manufacturer's name or brand. 
Accordingly, they may not cooperate effectively with the manufacturer in 
using his ideas of sales promotion, particularly when these are devised to 
build a demand for his company name or brand. I'he ideal store for the 
sale of a specialty product, on the other hand, is one which is willing to 
cooperate in building just such a demand, and many retailers find it to their 
advantage to do so. 

It is evident from the preceding discussion that goods which the manu- 
facturer thinks he can best sell on a specialty basis will be sold that way, 
whereas other manufacturers may sell similar produ^^ts as shopping goods 
or even as convenience goods, llie case of automobile tires has already been 
cited. Women's hosiery is sold in each of the three ways. Automobiles and 
electrical appliances are commonly sold through exclusive agencies as spe- 
cialty goods, but this does not prcvciu many consumers from shopping for 
them. Some manufacturers of men's clothing sell their branded goods as 
specialties, while they and other manufacturers sell unbranded clothing to 
retailers for resale under store brands. 
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Channels of Distribution 

The most common channels of distribution for manufactured consumer 
goods are: 

1. Manufacturer to consumer. 

2. Manufacturer to retailer to consumer. 

3. Manufacturer to wholesaler to retailer to consumer. 

4. Manufacturer, with the assistance of an agent middleman, to whole- 
saler to retailer to consumer. 


The proportions in which manufacturers of consumer goods market their 
products through these various channels are not known. Data are available 
showing the types of customers to whom manufacturers sold their products 
in 1939 and the proportion of total sales volume sold to each.® These data, 
however, do not reveal exactly sales by channels; and, in any event, sales of 
consumer goods are not separated from those of industrial goods. With re- 
spect to consumer goods, it is probable that less than 10 per cent of the 
total are marketed with the assistance of agent middlemen and that almost 
50 per cent, including a considerable proportion of those commodities han- 
dled by the agent middlemen, are distributed through merchant wholesalers. 
Between 5 and 10 per cent of consumer goods appear to be sold directly from 
manufacturer to consumer. The remainder, probably about 45 per cent of 
the total, use the channel of manufacturer to retailer to consumer.^ These 

®See Census df Business, Vol. V, Distribution of Manufacturers* Sales, 1939 (Wash- 
ington, D.C.: Bureau of the Census, U.S. Department of Commerce, 1942), p. 7. Similar 
data were not collected in connection with the Census of Business of 1948 and only for 
a few commodity groups in 1954. Manufacturers' sales in 1939 were distributed as follows: 


To industrial and otiicr large users 26.0 per cent 

To wholesalers and jobbers 25.1 

To or through own wholesale branches or offices 22.4 
To retailers for resale 19.6 

To or through own retail stores 2.1 

To consumers at retail 1.6 

Export, direct to buyers in other countries 2.3 

To export intermediaries * 

Total 100.0 per cent 


The figure of “almost 50 per cent" for consumer goods marketed tjirough wholesalers 
is used by Theodore N. Beckman, Nathanael H. Engle, and Robert D. ^3uzzeil in Whole- 
saling, 3rd ed. (New York: Ronald, 1959), p. 89. ITie figure of less, than 10 per cent 
distributed through agent middlemen is indicated by the data on p. 9 * of Distribution of 
Manufacturers* Sales, op.cit. With respect to direct sale to the consumer, the data in foot- 
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figures, although largely estimates, should be sufficiently accurate to give a 
general idea of the relative importance of the four channels. 

Manufacturer-Consumer Channel, lire sale of products from manufac- 
turer to consumer is the most direct method of distribution. Although many 
industrial commodities are sold directly to users, this is the least important 
channel of distribution for manufactured consumer goods. The reason for 
this seems obvious: it is simply impossible for the thousands of manufacturers 
of consumer goods to make direct contact economically with the millions 
of potential buyers of their products. A few manufacturers do prefer, how- 
ever, to sell all of their products in this way, and many combine it with other 
channels. 

'Fhrce general means of making sales directly by the manufacturer to the 
consumer are in use: (1) advertising, (2) salesmen, and (3) retail stores owned 
by the manufacturer. The first method includes the use of local, sectional, 
or national advertising media, such as newspapers, magazines, catalogs, and 
direct mail methods; local and national broadcasting and telecasting facilities; 
and sometimes the use of samples which are sent through the mail. The dis- 
tinguishing f'haracteristic of this method of sale is that the seller has no 
personal contact with the buyer through his own salesmen, orders usually 
being sent by mail. 

The second method of direct sale to consumers is by the use of salesmen 
who arc compensated for their services bv the manufacturer. In this case, 
sales are made through personal calls by the manufacturer’s representative. 
The salesmen may, of course, perform functions other than selling, such as 
delivering the products, making adjustments, and collecting accounts; but 
their primary work is to sell. Some household goods, brushes, hosiery, and 
clothing are sold in this way. 

Finally, the manufacturer may own his own retail Llores. Through them 
he comes into direct contact with his customers and retails his products to 
them. Automobile tires, gasoline, shoes, and clothing are sometimes sold in 
this manner. Bakeries and confectionery stores which make their own prod- 
ucts and sell them through their own outlets are also utilizing this method 
of distribution. It is unusual for a large manufacturer to depend entirely on 
his own retail stores for his market. His outlets frequently serve, however, 
as an experimental means of contact with the consumer, or as an assured 

note 9 show that ?.7 per cent of manufacturers’ sales were made directly to consumers, 2.1 
through the manufacturers’ own retail stores anu 1.6 in other ways. The 3.7 figure refers 
only to consumer goods but is expressed as a percentage of total consumer and industnal 
goods. Thus the figure as a per cent of consumer goods only would be perhaps twice as 
large. 
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market for part of the output, the larger proportion of his products being 
retailed through independent stores. 

Manufacturer-Retailer-Consumer Channel. The great bulk of commodities 
for personal consumption are purchased from retail dealers. Thus the im- 
mediate selling problem of most manufacturers is to induce desirable dealers 
to buy their products. This is often true even when the manufacturer's actual 
sales are made to wholesalers, for wholesalers will seldom buy unless there 
is a retail demand, and retailers in turn usually buy only in response to 
consumer demand. 

In selling to the retailer, the manufacturer has the choice of selling to 
him directly or of utilizing some of the market intermediaries that act as 
middlemen between manufacturer and retailer. When he elects to sell di- 
rectly, he uses what is commonly called the manufacturer-retailer-consumer 
channel of distribution. Although the manufaeturer may endeavor to create 
a consumer demand for his product through salesmen, advertising, demon- 
stration, and sampling, the aetual sale is made to the retailer who performs 
the functions involved in marketing from his store to the consumer. Auto- 
mobiles,^^ shoes, and men's and women's clothing arc familiar examples of 
products often sold in this manner. Some producers of food products and 
household goods also sell directly to retailers. Many products arc sold directly 
to large retail organizations— supermarkets, chain stores, department stores, 
large specialty stores, cooperative retail buying groups, and mail order houses 
—by manufacturers who use other methods for selling to smaller retail outlets. 

Manufacturer- Wholesaler-Retailer-Consiimer Channel. The addition of a 
second middleman, the whplcsaler, who buys from the manufacturer and 
sells to the retailer, forms what is known as the manufacturer-wholesaler-re- 
tailcr-consumer channel of distribution. This method of sale is often called 
the "'orthodox," "regular," or "normal" channel of distribution and is gen- 
erally used in marketing such staples as groceries, hardware, drugs, and dry 
goods to small and medium-sized retailers. Tlie manufacturer using this sys- 
tem in unmodified form would consider his marketing task completed upon 
the sale of the product to the wholesaler. However, the control and interest 
of the manufacturer in the marketing of his product does not end at this 
point. Modern marketing requires the manufacturer to study intensively the 
consumer and the market and to assist wholesalers and retailers in their per- 
formance of the marketing functions. More and more, manufacturers are 
providing guidance to wholesalers and retailers in their marketing efforts. 

At one time, wholesale distributors were of considerable importance in the distribu- 
tion channel for automobiles, but they have now largely been eliminated. See Charles N. 
Davisson in Richard M. Clewett (ed.). Marketing Channels for Manufactured Products 
(Homewood, III.: Irwin, 1954), p. 84. 
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Wholesalers too are taking an increasing interest in the operations of their 
retail customers. 

Many manufacturers who sell to wholesalers exert considerable influence 
upon the sale of their product at each point in the channel of distribution at 
which a change of ownership takes place. Their efforts begin with the study 
of the consumer and his needs and desires. Having adapted the product to 
the requirements of the market, they endeavor to create a consumer demand 
for it through advertising and other similar devices. These efforts, when 
properly directed, serve to assist the retailers to make sales to consumers and 
the wholesalers to sell to retailers. Moreover, both wholesalers and retailers 
may be encouraged to supplement the efforts of the manufacturer in creating 
consumer interest. There is thus established a degree of cooperation among 
the various elements of the channel which, if successful, is of mutual benefit 
to manufacturer and middleman. 

Manufacturer-Agent Middleman-Wholesaler-Retailer-Consiimer. A fourth 
channel of distribution includes an agent middleman who represents the 
manufacturer. When used in the marketing of consumer goods, such middle- 
men often charge of the sale of the manufacturer’s product to the whole- 
saler or retailer." 'Ihis usually means the addition of another middleman 
between the manufacturer and the wholesaler or retailer— a middleman, how- 
ever, who does not own the product but who sells it on a commission basis 
for the manufacturer. Many textile and grocery products are sold with the 
assistance of agent middlemen. Wholesalers who merchandise many products 
sometimes buy through agent middlemen, and importers of manufactured 
products also utilize their services. 

Combination of Channels Is Common. Manufacturers often use more 
than one channel of distribution. One reason for this is the difference in 
the markets in which a given manufacturer may be selling. He may be selling 
in large cities, in small cities, and in rural areas. In the large city he may 
decide to own his own retail stores, or to sell directly to independent re- 
tailers; in smaller cities he may find it more economical to use the “regular” 
channel of distribution through wholesaler and retailer. Again, in a given 
city his products may be handled in retail stores which vary greatly in size. 
He may sell directly to the stores that purchase his goods in large volume, 
whereas the smaller retailers in the same city may be sold only through 
wholesalers. 

In sparsely settled regions the manutacturer may decide that he can 
obtain more sales per unit of expense by marketing through wholesalers. In 

" Most agent middlemen operate as intermediaries between the manufacturer and the 
merchant wholesaler. In some cases, however, they assist manufacturers in selling to retailers. 
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more densely populated areas he may do his own wholesaling or even his 
own retailing. And he may experiment in one market with a new channel 
while continuing with the traditional methods in the remainder. Different 
methods are often used in foreign markets from those used at home. A manu- 
facturer who has built up a large volume through dealing directly with the 
domestic retailer, for example, may find it advisable to utilize wholesale 
middlemen in a part or all of his foreign trade. 


QUESTIONS FOR DISCUSSION 

1. Gasoline is used in the text discussion as an example of a convenience good, 
whereas others have classfiicd it as a specialty good (see David J. Luck reference 
below). Its method of distribution is certainly different from that of cigarettes 
or groceries, since in most instances only a single brand is carried at a specific 
retail outlet. Therefore, is gasoline really a convenience good or a specialty good? 
If a convenience good, how do you explain the differences in its method of 
distribution? 

2. The Committee on Definitions of the American Marketing Association has 
expressed considerable doubt as to whether there is any validity or usefulness 
to the distinction between shopping goods and specialty goods; in other words, 
specialty goods should be included within the shopping goods classification. 
Richard H. Holton maintains that the test of a specialty good is not the wilU 
ingness of the consumer to make a special purchasing effort but the necessity 
of making it (sec the definition in footnote 8) and that spccialW goods include 
both convenience and shopping goods, the outlets for which arc relatively 
few in number so that a special effort to purchase must be made. The discussion 
in this text gives a still different point of view. What is your conclusion as to 
the usefulness of the designation of specialty goods? Explain your reasoning. 

3. How, if at alj, does the need for technical service in connection with a product — 
as in automobiles, appliances, and the like — affect the consumer’s choice of 
outlet in the original purchase of the product? Is this need for technical service 
more likely to make these products specialty goods or shopping goods in his 
mind? 
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MARKETING INDUSTRIAL GOODS 


The distinction customarily made between consumer goods, the subject 
of the previous chapter, and industrial goods is based upon their use. Con- 
sumer goods are those products used by individual consumers and households 
in final or ultimate consumption, whereas industrial goods are those com- 
modities used in the producjrion of other goods and services or in the opera- 
tion of a business enterprise or public or private institution. Industrial goods 
include agricultural raw materials as well as natural raw materials and certain 
manufactured products, but the discussion in this chapter will be confined 
to the marketing of manufactured industrial goods and natural raw materials. 

MANUFACTURED INDUSTRIAL GOODS 

The market for manufactured industrial goods is made up of manufac- 
turers, transportation and storage agencies, public utilities, mining companies, 
constniction firms, wholesale and retail middlemen, governmental agencies, 
public and private institutions, and service industries. These constitute a 
large market. 'Hie factory value of all manufactured products sold in the 
United States in 1959 totaled $357 billion.^ It may be assumed that 45 to 
50 per cent of this total output of manufactured goods was sold in the in- 
dustrial market.^ llius the sales of manufactured industrial goods probably 
ranged between $160 billion and $180 billion, a substantial amount. 


Characteristics of the Market 

The basic characteristics of industrial goods markets, and those which dif- 
ferentiate them from the markets for consumer goods, can be briefly stated. 

^ Survey of Current Business, February 1960, p. 28. 

^ For the reasoning behind the use of these percentages, see Ralph S. Alexander, James 
S. Cross, and Ross M. Cunningham, Industrial Marketing (Homewood, 111.: Irwin, 1956), 
P. 4. 



Marketing Industrial Goods 45 

The markets for most industrial goods are concentrated geographically; pros- 
pective buyers are limited in number; individual purchases are large; technical 
considerations are important; and demand is derived from, and greatly in- 
fluenced by, the demand for the consumer goods and services in the produc- 
tion of which particular industrial goods arc used. These points will be dis- 
cussed first, after which other important considerations that influence the 
marketing of industrial goods will be reviewed. 

Geographical Concentration. In contrast to the situation found in the 
market for consumer goods, most of the buyers of industrial goods arc con- 
centrated in a few limited areas. This is true because the largest purchasers 
of industrial goods are manufacturers, and manufacturing is highly concen- 
trated. Graphic evidence of this is found in the concentration of employment 
in manufacturing industries in 1954 shown in Figure 3-1. Further evidence 
of this concentration is shown by the fact that in 1957 there were 49 metro- 
politan areas in the United States with more than 50,000 manufacturing 
employees each, and these areas included 57 per cent of all employees com- 
pared with about 40 per cent of the nation’s population.® Furthermore, ap- 
proximately 1 per cent of the nation’s counties, 33 of a total of some 3,100, 
had 32 per cent of the total number of manufacturing establishments and 
39 per cent of all production workers in 1954.'^ 

Limited Number of Buyers. It is obvious that the buyers of industrial 
goods are few in number when compared with the number of purchasers of 
consumer goods. Including business firms of all types, along with the larger 
governmental and institutional buyers, there are probably some 5,000,000 
buyers of industrial goods.® Even though these appear to constitute a large 
number of buyers, the number indicated is only some 10 per cent of the 
total number of households in the United States.® In addition, there are many 
industrial products for which the number of purchas^^rs is quite limited. For 
example, suppliers of railroad equipment have perhaps only a few hundred 
prospective customers, while automobile tires sold as original equipment for 
motor vehicles arc sold to a very small number of firms. On the other hand, 
manufacturers of office equipment and supplies have hundreds of thousands 

* Computed from data iu the Statistical Abstract of the United States: 1959 (Washing- 
ton, D.C.; „U.S. Government Printing Office, 1959), pp. 789-90. 

* Computed from U.S. Census of Manufactures: 1954, Vol. I, Summary Statistics 
(Washington, D.C.: U.S. Department of Com., .^rce. Bureau of the Census, 1957), pp. 
60-71. 

® There are more than 4,500,000 business firms in the United States plus an undeter- 
mined number of govcrimiental buyers. See also the discussion of i\lcxander. Cross, and 
Cunningham, o^.cif., p. 1 “5 • 

« The household is used here to represent the purchasing unit for consumer goods. For 
information on number of households, see Chap. 5. ^ 
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Source; U S. Department of Commerce, Bureau of the Census, Washington. 

Figure 3-1. Concentration ot Manufacturing Employment in the Umted States: 1954. 
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of industrial customers found wherever business and manufacturing are car- 
ried on.*^ For these latter firms, the problems of marketing industrial goods 
may not be greatly different from those involved in distributing consumer 
goods. But for most producers of industrial goods there are substantial dif- 
ferences. 

Large Individual Purchases. I he single orders placed by the buyers of 
industrial goods usually total a considerable amount. Even the smallest pur- 
chases are usually large when compared with the level of individual purchases 
of consumer goods. Ibis fact, combined with the normal situation of few 
prospects concentrated in limited geographical areas, means that it is often 
both possible and economical for the manufacturer to direct his sales efforts 
toward known, individual prospects. It is also an important reason for the 
prevailing tendency to sell directly to those who use industrial goods. These 
tendencies arc in marked contrast to the mass methods of demand creation 
and the use of wholesale and retail middlemen which characterize the sale 
of many consumer goods. 

Contrasted with the advantage of selling large orders, however, is the 
fact thai so in. industrial goods arc sold infrequently to particular customers. 
Machinery and equipment arc replaced only when they wear out or become 
obsolete, and fuel, materials, and supplies are often purchased or contracted 
for in quantities that will cover the buyer s requirements for a considerable 
period. This means that the seller of such goods often finds it necessary to 
keep in touch with customers who will make no purchases over long periods 
of time, in order to keep his name and products before them and to make 
certain that his products will be considered when orders materialize. Sales 
activities of this nature obviously add to the cost of marketing. 

Technical Considerations. Because industrial goods are purchased for 
use in business operations, technical considerations assume great importance. 
Fabricating materials and parts must be suitable for particular use in making 
finished products, and machinery and power plants must meet specific re- 
quirements. llic use of buyers' specifications is common. This often neces- 
sitates the development of special products, or the modification of standard 
products to meet particular needs; and, together with the volume in which 
many purchases are made, it compels those who sell industrial goods to ap- 
peal in the main to the “rational" buying motives of relatively well-informed 

^ In this connection, writers on industriai marketing distinguish between “vertical 
markets" in which “purchasing is characteristically limited to one industry or a group of 
related industries"; and “horizontal," in which “purchasing is confined to a common func- 
tional group in a number of unrelated industries.” The definitions used here are from 
Robert F. Elder, Fundamentals of Industrial Marketing (New York: McGraw-Hill, 1935), 
p. 10. See also Alexander, Cross, and Cunningham, op.cit., p. 21. 
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buyers. That is, sales appeals must be made to the business and technical 
sense of the buyer, rather than through the instinctive and emotional appeals 
which are sometimes important in selling to final consumers.® They must 
often be accompanied by technical demonstrations of the qualities of a 
product, or technical advice to show how a product can be adapted to the 
particular needs of the buyer. Because technical considerations are impor- 
tant and because many of the technical problems faced by purchasers of 
industrial goods are peculiar to their particular business, sales negotiations 
tend to be long and expensive. But since the resulting orders are often large, 
the percentage of expense to sales may be very low. 

The technical effort involved in bringing about a sale often makes it 
necessary for the selling company to have highly trained salesmen, or tech- 
nically trained men who can be called in to assist the salesmen when they 
are confronted with difficult problems. In some instances such technical 
service is needed to assist the buyer to meet definite problems with which 
he is faced, or to show prospective customers how they can use the products 
of the selling company to advantage. New labor-saving devices, for example, 
such as automatic machinery for use in factories, or accounting machines 
for use in banks and offices, must be brought to the attention of prospective 
buyers, who must also be convinced of the utility of these products for their 
own particular purposes. 

In addition to the ability to give technical advice to prospective customers 
before the sale is made, many manufacturers find that service after the sale 
is also important. This is particularly true in marketing mechanical devices. 
Repair service and parts mui?t be kept available to meet emergencies. When 
new equipment is installed or new materials are substituted for old, it is 
frequently necessary for technical advisers to remain with the buyer or to 
be available on call until the production personnel are able to carry on with- 
out assistance. Many repairs can be made by the user, and parts needing 
frequent replacement are likely to be kept in stock; but unusual repairs often 
call for skills not possessed by the using companies, and it is not economical 
for them to stock parts seldom replaced. Thus, in order to care for the re- 
quirements of their customers, as well as to meet competition, many manu- 
facturers find it necessary to conduct extensive servicing operations. Such 
operations range from inaking necessary repairs and renewals on call to regular 
periodical inspections. 

8 See Delbert J. Duncan, “What Motivates Business Buyers,'* Uan’ard Business Review, 
Summer 1940, pp. 448-54. It should not be assumed that all buying of industrial goods is 
completely rational, especially since an objective measurement of “rationality” might be 
difficult to obtain. For example, reciprocity in buying is not uncommon among industrial 
firms but its rationality is often questioned. For a brief discussion of reciprocity, see Chap. 19. 
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These technical services, both before and after sale, often raise difficult 
problems for the selling companies. Adequate service is usually expensive, 
both in men and inventories. Presale technical service is commonly given 
free and is looked upon as a part of the selling operation. But the information 
developed by this service can often be used by the prospective purchaser 
whether he buys the selling company's product, buys from a competitor, or 
decides to make the product himself. Sometimes the seller is able to charge 
a fee for this service, but more frequently he must render it without com- 
pensation. He may be able to keep the expense from becoming excessive by 
advising only prospects who will, in his opinion, develop into profitable 
customers, always with the objective of making sales to enough prospects 
to cover the total service expense. The customer usually pays for services 
rendered after he buys the product. Sometimes such payments are large 
enough to provide a net profit on the work done or the parts supplied; some- 
times they meet only part of the expense. But regardless of how the expense 
is met, the service performed and the charges therefor are often important 
considerations in the successful marketing of industrial goods. 

Derived Demand for Industrial Goods. Industrial goods arc used chiefly 
in the manufacture of consumer goods or other industrial goods. Tlius the 
demand for them is dependent on the demand for other products and ulti- 
mately on the demand for consumer goods and services. If the demand for 
the finished product of the industrial goods buyer is seasonal, the demand 
for the fabricating materials and parts used in manufacturing tends likewise 
to be seasonal. If the demand for the finished product rises and falls with 
cyclical changes in general business conditions, so docs the demand for the 
fabricating materials and parts used in its production. Thus the demand for 
the products of many textile mills is seasonal beeaiisc the sale of clothing 
is seasonal; and the many establishments making parts used in the manufac- 
ture of automobiles find that demand is not only seasonal but is also subject 
to the cyclical fluctuations of the automobile industry. 

T’his relationship varies considerably, however. The demand for fabricating 
materials and parts and for supplies tends to vary closely with the anticipated 
demand for the finished product— ‘'anticipated demand" because such prod- 
ucts must usually be ordered some time in advance of the actual production 
of the finished products. The demand for equipment, on the other hand, 
varies much less closely with the demand for the finished goods. When in- 
creased business is anticipated, manutacturers tend to enlarge plant and 
equipment in order to take advantage of this demand. But when consumer 
demand falls off, sales of such basic equipment are subject to a drastic decline. 
Plants and basic equipment are durable goods which can be used for long 



50 Principles of Marketing 

periods of time, periods which obviously lengthen when use decreases. Con- 
sequently, when demand falls off, factories can produce more goods with 
existing equipment than they can sell at a profit. There is no need to pur- 
chase more until the former production level is reached or the equipment 
wears out or becomes obsolete. In such times, it is unusual to make purchases 
of equipment or additions to plant which cannot show immediate results 
in the reduction of expenses or in improved products which will help to 
strengthen the manufacturers' competitive position. 

The close relationship that so frequently exists between the demand for 
industrial goods and the demand for the products of those who purchase 
them has important repercussions on pricing policies. It is obvious that price 
is an important consideration because buyers of most industrial goods must 
of necessity control their expenses in order to compete effectively. This is 
particularly true of the purchase of fabricating materials and parts when 
they make up a large part of the direct costs of finished products, 'flie 
amortization of the costs of equipment and the expense for the supplies used 
in their operation are also important items of expense. On the other hand, 
the demand for industrial goods is largely dependent on the demand for the 
finished product. Thus it follows that price reductions do not increase sales 
when purchasers' sales have declined. Reduced prices under these conditions 
will result in increased sales only when they make it possible to reduce the 
costs of the purchasers' products to such a point that the latter, in turn, can 
reduce prices or improve thc' salability of their products. This is often im- 
possible. Even industrial goods that become a part of thc finished product, 
and thus constitute a part of direct costs, may account for only a small part 
of the cost of the finished product. I’hc share of the cost of very expensive 
machinery which must be borne by a single unit of production may be almost 
infinitesimal. In such cases drastic price reductions may have little or no 
effect on the sale of thc final product, although they may result in slightly 
increased profits to the buyer. But since the demand for industrial goods is 
so largely dependent on the demand for consumer products, a price cut by 
one firm is likely to bring on price cuts by all of its competitors, resulting 
frequently in selling approximately the same volume of goods but at lower 
prices. 

Some firms selling to the industrial goods market attcihpt to increase 
their own sales by helping to increase the sales of their custoaners. Steel and 
aluminum producers, for example, as well as other manufacturers of fab- 
ricating parts and materials, advertise in consumer media, ^metimes men- 
tioning the specific manufacturers who use their products. The chief pur- 
pose of such consumer advertising is to develop consumer good will which 
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will increase the sale of the customers' products and thus increase their pur- 
chases of the advertisers' products. 

Classes of Industrial Goods 

Industrial goods may be divided into four general classes: fabricating 
materials and parts, equipment, supplies, and raw materials. The first three, 
which constitute the classes of manufactured industrial goods, will be dis- 
cussed at this point. 

Fabricating Materials and Parts. Included in this group are those indus- 
trial goods which have been processed but which arc not ready for use by 
ultimate consumers until they have been further processed or combined with 
other materials or parts to make a finished product. The distinction between 
materials and parts is not precise. Fabricating materials undergo further 
processing and are changed or combined with other products so that they 
lose their identity as individual products, while fabricating parts are incor- 
porated without change into the finished product. Examples of the former 
are fabric:* in making automobile tires and tubes, metal sheets, bars, 
lumber, and chemicals. Representatives of the latter are electric motors and 
batteries, automobile bodies, wheels, tires, and steel bearings. 

'fhe buyer of fabricating materials and parts requires uniform products of 
particular qualities. He must buy at prices which enable him to produce and 
sell the finished item on a competitive basis. He must also be assured of an 
adequate supply as needed. As a rule, the buyer also has definite ideas of 
what he wants. Purchases consequently are made on the basis of specification 
or sample, and the delivered products are often inspected and analyzed to 
determine whether they conform to the specifications. 

Since successful procurement is essential to production and since the 
cost of fabricating materials and parts often makes up a major part of total 
costs, it is common practice to purchase such products under contracts cov- 
ering a period of time, often a year or more. Many manufacturers who require 
fabricating materials and parts even find it advantageous to make such prod- 
ucts for their own use, or to control or have close business relationships with 
those who supply them. Consequently, the integration of such manufacturers 
with their sources of supply is frequent. 

The methods used in marketing fabricating materials and parts are rela- 
tively simple. Negotiations are frequently carried on between direct represen- 
tatives of the buyer and seller, and since purchases usually are made in large 
amounts direct purchase is feasible. Moreover, the importance of quality and 
dependability of supply often results in continuous business .relationships 
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without continued sales effort, once the buyer is satisfied with his source 
of supply. 

Although the bulk of such products are marketed directly, middlemen 
have a place. Merchant middlemen often sell to buyers who regularly pur- 
chase in small volume as well as to large buyers needing emergency supplies 
on short notice, and agent middlemen may operate between sellers and buyers. 
The operations of middlemen are greatly facilitated when the products 
handled are standardized within the trade, as is the case with some of the 
more common products of steel mills. 

Finally, it should be pointed out that many of these products are sold both 
to industrial goods buyers and in the consumer goods market. ITiis is true, 
for example, of automobile tires and parts, paint, certain types of tools, and 
other products. The marketing problems involved in serving the two markets 
are usually very different. Channels of distribution arc different, pricing poli- 
cies are likely to differ, and demand-creational methods that arc emphasized 
in the consumer market may not be used at all in the industrial market. 
Accordingly, many manufacturers specialize their marketing personnel by 
type of market and virtually maintain separate organizations for the two 
markets. 

Equipment. Tlie tenn ''equipment’' includes a wide range of products. 
On the one hand, there arc the basic power and mechanical installations 
which arc frequently produced to order and designed to meet the particular 
needs of an individual buyer. On the other hand, there are many items which 
as a rule are not specially constructed to meet individual needs: factory ac- 
cessory equipment such as tools, small motors, and portable drills, and office 
equipment such as desks, chairs, typewriters, and calculators. 

Equipment has some of the characteristics of semimanufactured goods 
and some of those of finished products for personal consumption. As with 
semimanufactured goods, measurable physical characteristics arc often im- 
portant; and to the extent that these arc controlling requirements, demand 
creation is of minor and price of major importance. But the mere physical 
characteristics of such products are often less important than their perform- 
ance in use or their suitability for a particular purpose. When this is true 
it is frequently difficult to test them with any great degree of accuracy, ex- 
cept as they are tested out in operation over a period of time. Future per- 
formance is hard to determine in advance, and ophiions may well differ on 
the importance of particular features and on the manner in which the equip- 
ment of competing manufacturers will perform. These conditions leave room 
for sales effort. 

The possibility of rapid obsolescence, owing to improvements, presents 
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a difficult problem, particularly in industries in which processes are changing 
rapidly. The recent advances in automation illustrate the general situation. 
A manufacturer considering the purchase of new equipment is well aware 
of the probability that within a relatively short time a new and improved 
item will be available. He must then make a decision of whether to buy 
immediately or postpone the purchase. If he buys immediately, he must 
consider whether to purchase an expensive item of high quality or a less 
expensive product which may still probably outlast the purchaser's need for 
it. Furthermore, machines may be built to utilize varying degrees of labor 
in the perfonnance of the same mechanical operation. The prospective pur- 
chaser, therefore, must consider the present efficiency of his plant, present 
and prospective wage rates, and the general efficiency of his labor force. These 
factors must be compared w'ith the cost of the new machine and the probable 
gain in production efficiency that will result from using it. Here, certainly, 
is a wide opportunity for convincing sales effort on the part of suppliers, 
sales effort that will really assist the purchaser to solve his buying problem. 

Office furniture and equipment present still different problems. In fact, 
they have n.aiiy of the characteristics of consumer goods. Styles and materials 
vary greatly, as does the type of construction. Many such products are sold 
on a basis of personal preference and arc subject to the same types of sales 
appeals as arc used for consumer goods. 'They often resemble consumer goods 
in other ways. They may be purchased only occasionally or in small quanti- 
ties, the buyers may not be skilled, and adequate care or enough time may 
not be used in an effort to obtain the lowest price for a particular quality 
as would be clone with larger or more frequent purchases. Moreover, new 
and improved products, for which a general demand must be created, are 
constantly appearing. It may require extensive sales effort, for example, to 
induce business executives to install punched card equipment, electric cal- 
culators, or electric typewriters. 

Supplies. Supplies consist of such products as fuel, lubricants, stationery, 
and office supplies, lliey are used up in the operations of the plant or office, 
but they do not become a part of the finished product. If they involve large 
expenditures, as docs fuel, or if they are important to the successful operation 
of the plant, as are lubricants, their purchase has the same characteristics 
as the purchase of other important industrial goods— direct purchase on spe- 
cification or by sample, with the usual rc .iiiremcnts of a uniform and adequate 
supply at a low price, and with little opportunity for demand creation on 
the part of the seller. Purchases under these conditions are likely to be super- 
vised by a higher official and may be made only after trial or consultation 
with experts. Once a decision has been made, further purchases may be 
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routine, sometimes as a part of a contract covering a considerable period of 
time. The general run of purchases of supplies, however, is more or less 
routine and may or may not be made after careful technical consideration 
or test. The possibilities for demand creation in the sale of supplies vary 
widely, depending in part on the amount of money involved and in part 
on the possibility of making accurate tests of the products. 


Channels of Distribution 

The principal channels of distribution for manufactured industrial goods 
are: 

1. Manufacturer to industrial user. 

2. Manufacturer to merchant wholesaler to industrial user. 

3. Manufacturer, with the assistance of an agent middleman, to industrial 
user. 

4. Manufacturer, with the assistance of an agent middleman, to merchant 
wholesaler to industrial user. 

Predominance of Direct Sale. Although wholesale middlemen, both mer- 
chant and agent, are used in the marketing of industrial goods, a large per- 
centage of total sales are made directly either from the factory' and sales 
headquarters or through the manufacturers' own sales branches.” This is in 
marked contrast with consumer goods, many of which are sold through 
wholesale middlemen and nearly all of which are sold to final consumers 
through retail middlemen. Basic reasons for this tendency to sell industrial 
goods directly arise from considerations which have already been discussed 
and may be briefly summarized as follows: because such goods generally arc 
sold in large volume to a relatively small number of purchasers located in 
concentrated areas, direct selling can be economically carried on; and because 
technical considerations and price are important, direct selling often is de- 
sirable. Even small firms usually obtain those goods they buy in large volume 
directly from the producers or through agent middlemen. 

® Estimates of the amounts sold directly range from 60 to 80 per cent of all manu- 
factured industrial goods, but it does not seem possible to arrive at an a|ithoritative figure. 
One reason appears to be that there is some confusion as to the meaniitg “direct sale.” 
Although agent middlemen are sometimes used to bring buyer and scjler together, such 
transactions are usually considered by the trade to be direct sales. Another reason is that 
the percentage of output sold directly varies greatly according to the product. For example, 
it is stated that ”over 80 per cent of all steel tonnage is sold directly,” but the percentage 
varies from nearly 100 for rails, semifinished products, and tin plate to 24 for oil country 
pipe to only 2 for woven wire fence. See Bay E. Estes in Richard M. Clewett (ed.), Mar- 
keting Channels for Manufactured Products (Homewood, 111.: Irwin, 1954), pp. 308-9. 
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Large buyers of both consumer goods and industrial goods prefer to buy 
directly in the hope of obtaining lower prices and better service. But a 
further reason for direct purchase of industrial goods arises from the belief 
that it enables the buyer to keep in closer touch with new developments; 
and when particular problems call for technical advice from sources of supply, 
or for the development of special products, direct contact is likely to prove 
more satisfactory. 

Notwithstanding the fact that large quantities of manufactured goods 
arc sold directly to users, it is quite probable that a greater number of mdi- 
vidual orders for such goods arc handled through middlemen. This arises 
from the fact that, w'liilc many buyers deal directly in the purchase of prod- 
ucts they use in large volume or which are of great value or of great technical 
importance, they purchase from middlemen many other products used in 
small quantities. Furthermore, the great majority of all purchasers of in- 
dustrial goods are small and medium-sized establishments, and most of their 
orders are too small to warrant direct purchase. 

Mamifcic^'^’-crs of industrial goods, perhaps more than manufacturers of 
consumer goods, often use both direct and indirect methods of marketing. 
Tlicy may sell directly in the areas where customers arc highly concentrated 
and depend on middlemen to sell prospects in other areas. They may handle 
carlot purchases directly and leave the less-tlian-carlot business for middlemen. 
Tliey may sell directly to firms buying their products in large volume, and 
leave smaller buyers for middlemen to supply. Thus there is a definite place 
in the marketing of industrial goods for wholesale middlemen who handle 
small orders and emergency orders, but the bulk of the volume is marketed 
directly from manufacturer to user. 

NATURAL RAW MATERIALS 

Raw materials constitute the fourth class of industrial goods and may be 
divided into two general subclasses: natural raw materials and agricultural 
raw materials. The former are products of the forest, mine, and sea and the 
latter are products of the farm, which undergo manufacturing processes be- 
fore they are ready for use. The marketing of natural raw materials will be 
discussed in the present chapter, since V ? marketing methods used are not 
unlike those previously described for manufactured industrial goods. The 
characteristics of the two types of products arc substantially different, how- 
ever, and this fact does result in certain differences in the marketing problems 
involved. 
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Characteristics of Raw Materials 

Supply Characteristics. Perhaps the most significant characteristic of nat- 
ural raw materials is that the supply of most such materials is limited and 
for some it is nonrcproducible. For products of the sea the supply is repro- 
ducible though limited. Forest products, although somewhat limited in supply 
at any given time, are reproduced over a period of many years through re- 
forestation programs. But for many natural raw materials, especially minerals, 
there is a nonreproducible supply. Additional supplies can be obtained only 
through the continual search for previously undiscovered sources or through 
efforts to make previously submarginal supplies economically recoverable. 
Thus the total supply is limited, although the exact limits for many products 
are still unknown. 

Because of this limited known supply, there is a tendency for processors 
and manufacturers to attempt to gain control of the sources of supply and 
to integrate their operations in such a way as to assure themselves of a 
definite supply of necessary materials. 'ITiis point will be discussed at greater 
length later in the chapter, but it is obvious that this tendency to control 
supply sources results in a relatively short channel of distribution. Middlemen 
are not needed to effect transfers in ownership when the raw material is 
owned by the same firm that processes it. To the extent, however, that sources 
of raw materials are still owned by independent firms, and particularly when 
the size of purchase and sale is small, middlemen may be needed to assist 
in the marketing of these materials. Nevertheless, many mamifactiircrs still 
prefer to seek out their own sources of supply and buy directly from producers. 

Production Characteristics. Although the production of natural raw ma- 
terials is not subject to as close control as is the production of manufactured 
industrial goods, the conditions under which these two classes of commodi- 
ties are produced are relatively similar— much more so in fact than arc the 
conditions of production for natural as compared with agricultural raw ma- 
terials. Agricultural production is widely scattered and seasonal, characteristics 
that do not hold true to the same extent for natural raw materials. Although 
there are seasonal aspects to the production and transportation of some nat- 
ural raw materials,^® can be produced throughout the year. Production 
of some natural materials is somewhat scattered, as in the case of coal, but 
the production of others is reasonably well concentrated. I^i addition, the 
number of producers of natural raw materials tends to be significantly fewer 

For example, commercial fishing is a seasonal occupation; many logging operations 
shut down during the winter; and iron ore cannot be transported by way of the Great 
Lakes during the winter months. 
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than in the case of agricultural products. The reasons for this lie partly in 
ths 2 fact that the production of natural raw materials may be a somewhat 
specialized type of occupation, often requiring special skills and capital equip- 
ment, and partly in the tendency of manufacturers, as previously described, 
to attempt to control sources of supply. 

Thus the problems of marketing natural materials tend to be more like 
those involved in the marketing of manufactured industrial goods than they 
are like those with which agricultural producers are concerned. Production 
often can be controlled to coincide closely with demand, peak-load storage 
and transportation facilities may not be required, and marketing can be 
canied on effectively without the use of varied types of middlemen. In brief, 
the concentration process for natural raw materials may be of less importance 
than it is for agricultural materials. And yet, there are many small producers 
involved in the production of some natural materials; and for these producers, 
it is often necessary to have middlemen to carry on tlie process of concentrat- 
ing their products. 

Product Characteristics. The product characteristics of natural raw mate- 
rials. however, are quite similar to those for agricultural raw materials and 
unlike those for manufactured industrial goods. Quality is variable and can- 
not be controlled. Thus there is a need for grading and close inspection of 
the quality of the product. Some products, such as those of the sea, are perish- 
able, although others, particularly those of the mines, arc not. Above all, raw 
materials are biilky. This is perhaps the most important product characteristic 
of raw materials from the marketing standpoint. Transportation costs arc large 
in relation to the value of the products. Water transportation, whieh is 
usually more economical than shipping i^y rail, is u:>cd whenever possible. 
In the case of petroleum, when water transportation is not feasible, pipelines 
arc used both for the raw material and to some extent for the finished prod- 
ucts in order to reduce transport costs. The bulkiness of raw materials also 
makes them expensive to store and encourages, insofar as possible, a close 
adjustment of production to demand. 


Problems of Marketing Raw Materials 

It is evident from the foregoing discussion that the marketing system 
for natural raw materials is not unlike that for manufactured industrial goods. 
Ihe channels of distribution and the middlemen involved are similar. There 
is a substantial use of agent middlemen to assist in effecting transactions 
between seller and buyer, some use of merchant middlemen— especially drop 
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shippers in the cases of coal and lumber— and a considerable use of direct 
selling methods. There are, however, certain problems involved in the market- 
ing of natural materials which differ at least in degree from the problems 
found in marketing manufactured goods. 

Raw materials are commonly used in large quantities in individual manu- 
facturing plants, but the sources of supply are often located at a great distance 
from manufacturing centers. Tlius the cost of transporting the bulky mate- 
rials may be substantial. Moreover, as a rule, manufacturers require materials 
which conform to specific standards, and they desire assurance that an 
adequate supply will be available as needed. But raw materials are extracted 
from nature and the quality of the product is likely to be quite variable. Thus 
the materials available on the market at any given time may not meet the 
needs of particular manufacturers, and even when they do they may not be 
available in sufHcient supply. Accordingly, there arc three problems of raw 
materials marketing that warrant specific discussion at this time: (1) trans- 
portation cost and its effect upon the location of processing facilities, (2) the 
standardization of supplies to meet the particular needs of specific manufac- 
turers, and (3) the development of methods which give reasonable assurance 
of obtaining an adequate supply. 

The Cost of Transportation. In the marketing of raw materials, transpor- 
tation is a particularly important function and transportation costs are sig- 
nificant because of the bulkincss of the products. These costs usually deter- 
mine whether the materials will move to the factory in their crude state or 
whether there shall be at least a degree of processing at the source. The 
location of factories at a coi^iderable distance from the source of their raw 
materials is a common phenomenon. But, in the case of very bulky products, 
of products in which there is a large percentage of waste or which are highly 
perishable, and of products extracted on a large scale, partial or even complete 
processing may take place before the product is moved very far toward the 
place of its ultimate consumption. 

Lumber mills, for example, are usually located at the forests, although 
the furniture and houses made from lumber are manufactured and constructed 
in distant centers of manufacture and population. Tliis is the case because 
the market for lumber is definitely limited by the cost of its transportation, 
and there is a certain amount of waste involved in hauling Jogs for great 
distances. Ores are often partially refined near the mines. This -is partieularly 
true when a long expensive rail haul is involved. The reduction of iron ore 
to metal, for example, is frequently undertaken where the ore and other 

A drop shipper is a wholesaler who takes title to the product but not possession of it. 
See discussion in Chap. 16. 
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raw materials— fuel and flux— are found. The pig iron is easily shipped in 
bulk and is of sufficient value to warrant a long haul, whereas it may prove 
too expensive to haul the ore, the fuel, and the flux for similar distances. 

Where raw materials and finished products are both bulky, in relation 
to value, as is the case in the cement, brick, and tile industries, there is a 
tendency for the industry to be operated on a local basis.^* When there is 
a suitable supply of such raw materials at hand, a local plant can undersell 
more distant producers even though the latter may be larger. When the raw 
material is perishable, there is likewise a tendency to manufacture near the 
source of supply. For example, salmon canneries are located in the Pacific 
Northwest because the cost of transporting the refrigerated raw product would 
be greater than the cost of shipping canned salmon. 

The Importance of Standardization, llic second major problem in mar- 
keting raw materials arises out of the necessity of providing standardized 
materials to meet the requirements of manufacturers. Manufacturers prefer 
to use and frequently must use standardized raw materials of the exact quality 
needed to produce their finished product. But individual producers and even 
whole producing areas cannot always meet this essential requirement. Many 
raw materials are not of uniform quality when they are produced. Further- 
more, the quality of materials required by individual manufacturers often 
varies from time to time and from finished product to finished product. Raw 
materials, unlike manufactured goods, must be taken as nature supplies them, 
and the producer is seldom able to avoid variations in quality. 

The stress placed upon standardized raw materials by manufacturers has 
been responsible for many efforts to establish standards and to improve grad- 
ing by producers, middlemen, and government agencies. The considerations 
mentioned give to well-graded products a value in excess of those which are 
not graded. In some instances premiums arc paid for graded products which 
appear to be higher than the advantages of standardization seem to warrant. 
But such premiums furnish an incentive to the producer of raw materials 
and to the middlemen who market them to grade carefully in order to profit 
by the higher price. Sellers of raw materials, moreover, are coming to realize 
that grading improves their bargaining position by placing materials upon 
an established basis.^** Thus most industrial raw materials are sold by grade 
and specification, and all materials are carefully inspected by the purchaser to 
be certain that they meet his requirements. 

12 A. Hamilton Chute, Marketing Burned-Clay Products (Columbus: The Ohio State 
University Press, 1939), pp. 3-21. 

1® Governmental assistance is often available to small producers for this puri^ose. See, 
for example, Measuring and Marketing Farm Timber, Farmers' Bull. No. 1210, rev. cd. 
(Wasliington, D.C.: U.S. Department of Agriculture, 1958). 
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The Need for an Assured Supply. In addition to his insistence upon pro- 
curing particular qualities of raw materials, the manufacturer desires to make 
sure that an adequate supply will be available when it is needed. Modern 
manufacturing involves such large fixed investments, and the maintenance 
of a skilled labor force depends so much on regular and permanent employ- 
ment, that business executives endeavor to operate their plants continuously. 
Even when the consumption and sale of the manufactured product is sea- 
sonal, production and cost conditions usually make it imperative that the 
factory operate at a uniform rate throughout the year if that is possible. Of 
even greater importance to the manufacturer is the necessity of having his 
finished products available to the consumer at the times when they arc 
wanted. 

The manufacturer's need for an assured supply of raw materials is perhaps 
little different from his need for an assured supply of fabricated parts, but 
he probably has more alternatives available by which the supply of materials 
can be obtained. As mentioned previously, the purchaser of fabricated parts 
is likely to enter into a contract with one or more suppliers for a period 
of a year or longer. The terms of such contracts are quite variable, but essen- 
tially they assure the purchaser of a definite supply of parts as needed usually 
at a price that is more or less fixed over a period of time. In a similar fashion, 
the purchaser of raw materials may contract with suppliers for future delivery, 
although the price established is likely to be more flexible and to depend 
upon current market conditions at the time of delivery. 

Actually, it is this problem of fluctuating prices for raw materials which 
causes purchasers to place less reliance on long-term contracts and more on 
open-market purchases. 'Hie price at which materials arc obtained is usually 
an important factor in determining the profitability of the manufacturer’s 
operation. Accordingly, many manufacturers prefer to purchase them on the 
open market as needed, or in advance of need.''* In this way, they can study 
price trends and in many instances arc able to make purchases at more favor- 
able prices than might be possible under long-term contracts. All in all, a 
considerable amount of raw materials is purchased on the open market, often 
through middlemen. But the purchaser has less assurance of obtaining needed 
supplies when this policy is followed than is the case when long-term contracts 
are used. 

Manufacturers who have the required capital and who find Other methods 
unsatisfactory may assure themselves of raw materials by establishing control 
over important sources of supply. This, of course, is merely vertical integration 

relative merits of forward buying compared with buying for current needs are 
discussed in Chap. 19. 
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and is a device often used by large firms to assure themselves of supplies of 
fabricated parts as well as raw materials. With respect to the latter, it is most 
likely to be used when the supply is especially limited or is so located that 
it can easily be brought under the control of a few owners. In this way, the 
manufacturer protects his position and assures himself of needed materials. 
In some instances, manufacturers establish their own sources of supply in 
order to avoid the risks of fluctuating market prices. As previously mentioned, 
the prices of most raw materials do fluctuate over a wide range as demand 
and supply conditions change. The manufacturer who possesses his own sup- 
ply sources is assured of a more stable price situation and need not maintain 
a large force of expert purchasing personnel to follow market prices closely. 
Finally, some manufacturers obtain sources of supply in order to achieve 
economies of integration, in marketing or production or both. 

The ownership of clay beds by brick and tile plants, the ownership and 
leasing of ore lands and coal mines by large steel corporations, and the owner- 
ship and operation of crudc-oil producing facilities by the large integrated oil 
companies arc all examples in point. To cite a specific case, the United States 
Steel Corporation and its subsidiaries own and operate iron ore mines in 
Minnesota, Michigan, Wisconsin, Alabama, and Utah in the United States, 
in the province of Quebec in Canada, and in Venezuela; manganese ore 
property is owned in Brazil and zinc properties in Tennessee; coal mines are 
owned or operated under lease in ten states ranging from the Appalachian 
fields to Colorado and Utah; limestone and dolomite mines arc operated in 
a number of stales; in addition, the company controls deposits of cement rock, 
shale, clay, gypsum, and fluorspar. 

When a source of supply is owned or leased there is, for all practical 
purposes, no marketing. I’itlc to the gouds is already transferred or, in the 
case of leasing, already arranged for. Sometimes only the physical problems 
of moN'ing the goods remain. There is, however, considerable difference of 
practice among firms. In some cases no “selling'' of any kind is involved. In 
others, the supplying part of the organization may be an incorporated sub- 
sidiary carrying on business quite independently and selling at the going 
market price whcre\'er sales can be made, whereas the purchasing organization 
of the parent company may buy wherever the best product and prices can 
be obtained. It is sometimes assumed that the ownership of sources of supply 
gives an advantage because supplies can be purchased at ‘*cost.'’ But it is 
evident that a successful company must make a profit on its investment in 
sources of supply, and it appears to be rather common to make interplant 
sales at the market price. If such sales are made at cost, then a higher rate 
of profit must be made on the sale of finished products. 
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Conclusions. It is evident that manufacturers using similar raw materials 
do not all use the same methods of assuring themselves of adequate supplies. 
Financial resources, volume of purchases, location, and changing conditions 
in the industry may all bear on the selection of methods. Neither does the 
individual manufacturer usually confine his procurement procedure to any 
one method. Purchase on the open market as the need arises is the preferred 
method, involving small investment in supplies and few risks from deteriora- 
tion or price changes. But as the possibility of obtaining supplies on demand 
at reasonable prices grows less likely, purchasers turn to the other methods 
which offer greater security. 

CASE PROBLEM-BEHR-MANNING COMPANY * 

The Bchr-Manning Company of Troy, New York, is a manufacturer of in- 
dustrial tapes and abrasives. Although virtually unknown to the consumer market, 
the company has the reputation among industrial buyers for producing high quality' 
paper and cloth tapes for industrial use. The company’s product development de- 
partment has recently designed a new pressure sensitive cellophane tape, and the 
company is faced with the problem of whether to manufacture and sell this new 
product to the consumer market. 

The Bchr-Manning Company is an old established firm, conscT\ativcly managed 
and publicity shy. The present company was formed in 1928 with the merger of 
two sandpaper manufacturers — the Bchr Company, originally started in 1872, 
and the Manning Company, founded in 1912. In 1930 the merged company 
became a wholly owned subsidiar5' of the Norton Company-, one of the world’s 
largest manufacturers of grinding wheels and abrashc grain and grinding machinery. 

Under the influence and direction of the Norton Company, Behr-Manning 
has become one of the large producers of industrial tapes and abrasive sanding 
materials. Its products are sold under the brand name “Bchr-Cat” directly to in- 
dustrial users and through industrial wholesalers. Its trademark is a black and 
white picture of a standing bear enclosed in a triangle. Its packaging is also drab 
and without much color. 

ITie company maintains a national sales organization and operates 16 ware- 
houses throughout the nation. It advertises in business publications. All in all, it 
employs about 500 persons in its marketing organization to handle these various 
aspects of selling, advertising, and physical distribution, 'riic company’s experi- 
ence in consumer markets is quite limited, although it does sell *‘Bchr-Cat'’ tapes 
and abrasive sanding materials in relatively small amounts through retail paint, 
hardware, and do-it-yourself suppliers. 

The new cellophane tape developed by the company doc.s not represent a radi- 
cal departure from its present line of products. Existing manufacturing techniques 
used by the firm in processing and coating its industrial tapes can: also be used 
for the new product. The new tape is believed by the product development de- 

• Adapted from an article in Business Week, October 12, 1957, pp. 120 ft. 
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partment to be a quality tape, equal to or better than the products already available 
in the market. 

The total market for cellophane tapes is believed to amount to about $70 mil- 
lion per year. These tapes have industrial uses, but the larger part of the market 
consists of products sold to the ultimate consumer. The leading producer of 
cellophane tapes at present is the Minnesota Mining and Manufacturing Company 
whose Scotch brand tape is very well known. The Minnesota Company’s domina- 
tion of the field has resulted from (1) a monopoly situation due to patents that 
have recently expired, and (2) the aggressive promotional program of the company. 
If the Behr-Manning Company enters the cellophane tape field, it will also face 
competition from another producer, the Pcrmaccl Tape Corporation whose brand 
name is Texcel. 

Wliat arc the favorable factors and advantages of manufacturing and marketing 
the new cellophane tape? What are the unfavorable factors and disadvantages? 
Indicate the marketing problems that the company will encounter in the con- 
sumer market and how they differ from those which it has experienced in the 
industrial market. What do you think the company’s decision should be and why? 
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MARKETING AGRICULTURAL 
PRODUCTS 


There arc two broad classes of agricultural products: consumer goods 
and raw materials. It is evident that sonic agricultural products arc used by 
final consumers in the form in which they leave the farm. Most of them, 
however, are raw materials for use in manufacture. Some are used in both 
ways. Fruits and vegetables consumed in their natural state arc consumer 
goods; when they are used by the canning factory', they are raw materials. Eggs 
used for home consumption arc also consumer goods. Milk may be a con- 
sumer good, but to a large extent it undergoes some degree of processing 
before it reaches final consumers. When this is the case it may be classed 
as a raw material, along with livestock, the grains, cotton, and wool. Existence 
of these two classes of agricultural products— raw materials and consumer 
goods— makes it necessary to keep clearly in mind that the marketing of many 
farm products involves a process for placing them in the hands of manufac- 
turers, and that from this point on their marketing is a problem of the manu- 
factured goods market. Products of this nature must be distinguished from 
those agricultural food products for which marketing involves transferring 
them to consumers in approximately their original form. 

CHARACTERISTICS OF AGRICULTURE 

The marketing of agricultural products tends to be a rather complex proc- 
ess, especially in comparison with the marketing process for nianufactured 
goods and natural raw materials. Because of the greater importance of the 
eoncentration process, the channel of distribution is likely to bi longer and 
to involve a greater number of middlemen. Transportation and storage facili- 
ties must be provided in sufficient quantity to handle peak seasonal loads 
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even though these facilities will not be utilized during a considerable portion 
of the year. Financing must also be available on a seasonal basis. Agricultural 
products usually must be standardized and graded, and special transportation 
and storage facilities sometimes are necessary to prevent deterioration of the 
product prior to the time of consumption. The reasons for this more complex 
marketing process lie in the characteristics of agriculture and of the produc- 
tion and consumption of agricultural products. 


Production Characteristics 

Small-Scale Production. Although the average size of farms has been 
increasing steadily for several decades, agriculture is still essentially a small- 
scale industry— in contrast with the prevailing situation in manufacturing.^ 
About three fourths of the total commercial output of agricultural products 
comes from farms which are operated as a family unit.^ The farmer's chief 
business is to produce, and he frequently has neither the time, the ability, 
nor the knowledge to market effectively. Moreover, marketing operations— 
selling, giu ling, storing, for example— must be carried out on a large scale 
to be performed effectively and economically. These conditions handicap the 
individual grower in his marketing efforts, and largely account for the develop- 
ment of middlemen and cooperative associations in the marketing of farm 
products. 

The individual grower is seldom able to influence the demand for his 
product. It is generally not worthwhile for him to engage in specialized sales 
or advertising activities designed to create demand. His resources are too 
limited and his production too small to warrant the effort. In addition, many 
agricultural products do not lend themselves readily to this type of activity. 
Brand names arc not easily affixed to the products, and the quality of one 
producer's output is not readily distinguishable frori that of another. Because 
of these difficulties, most of the efforts to create demand for agricultural 
products— unlike the efforts for manufactured goods— are carried on by inde- 
pendent middlemen, by cooperative associations such as Sunkist Growers, Inc., 
and the Diamond Walnut Growers, or by state agencies such as the Wash- 
ington State Apple Commission.’* 

1 There were approximately 4,750,000 farms in the United States in 1958 with cash 
receipts for the year of some $34 billion. By comparison, there were only 325,000 manu- 
facturing enterprises but their sales volume amounted to more than $300 billion. 

2 Richard L. Kohls, Marketing of Agricultural Products, 2nd ed. (New York: Mac- 
millan, 1961), p. 52. 

8 There can be little doubt regarding the effectiveness of the efforts of an organization 
such as Sunkist which combines aggressive advertising, its own sales agencies, and control over 
the marketing 'of the product. There is, however, some question as to how effective is a 
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Scattered and Specialized Production. Agricultural production is carried 
on by scattered producers wherever the land and climate are suitable for 
production, and thus in areas that are determined with little eonsidcration 
for their proximity to markets. Furthermore, beeause of peculiarities in soil 
or climate, the farms in particular sections tend to become specialized in the 
growing of similar products, so that we have specialized agricultural areas as 
well as specialized farms. But the densely populated metropolitan areas and 
the large factories in which the bulk of agricultural products is consumed 
require a large volume and a wide variety of products, which must be supplied 
regardless of their place of production. 

Because producers arc located at a considerable distance from consuming 
centers and because each farmer produces a relatively small amount of product, 
it is necessary to provide a marketing system that will concentrate small quan- 
tities of agricultural products into larger lots for shipment to processing and 
consuming centers. Thus fresh fruits and vegetables are gathered together at 
local shipping points and shipped to the large city markets for dispersion 
to final consumers. Wheat and cotton arc concentrated in much the same 
way in local markets and then, in most instances, are concentrated further 
at the large central, or terminal, markets from which the products are 
dispersed to mills and factories. In order to meet the needs of the population 
for food and in order to supply manufacturing plants with raw materials, 
it is necessary to concentrate agricultural products where they arc easily avail- 
able for consumption or for processing by manufacturing plants. Although 
there has been some tendency in recent years to bypass the central markets, 
the distinguishing feature of the marketing system for agricultural products, 
as compared with. that for most manufactured goods, is the necessity for 
performing the concentration process. 

Seasonal Production, llie seasonal production of agricultural products in- 
creases the difficulty of marketing them and adds to the work involved in 
the equalization process. Most farm crops mature during a relatively short 
period of the year. Because of this there usually occurs a “peak load” in their 
sale, storage, transportation, and financing. Consumption, however, takes place 
more or less uniformly throughout the year, at least for that majority of 
products that are capable of being stored for a few months or longer. Thus 

state or industry program which devotes its efforts primarily to advertising Without estab- 
lishing control over the general marketing and sales program. See discus.sipns by Sidney 
Hoos, Frederick V. Waugh, and others on "Commodity Advertising of F:im Products," 
Journal of Farm Economics, May 1959, pp. 349-88; also R. D. 'I’ousley, "Advertising Fresh 
Fraits and Vegetables,” Harvard Business Review, Summer 1944, pp. 447-58 and Autumn 
1944, pp. 79-94. 
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a large part of the annual wheat crop is normally marketed by farmers in 
July and the three following months, but flour mills operate more or less 
uniformly throughout the year. Similarly, the bulk of the cotton crop is 
marketed in the four months from September through December, whereas 
domestic mill consumption per month runs approximately 7 to 9 per cent 
of the annual total. Accordingly, there must be storage facilities sufficient 
to care for the entire crop, facilities that will be fully utilized only for a 
short period of time after harvest. In the same way transportation agencies 
have a peak-load problem, since there are heavy shipments of many products 
to central markets immediately following harvest time. All of this increases 
the expense of marketing and provides problems that are not generally found 
in the ease of manufactured products. 


Product Characteristics 

Variation in Quantity and Quality. Closely connected with the seasonal 
nature of agricultural marketing is the variation in the amount and quality 
of the crop ^rom year to year. Such variations lead to fluctuations in market 
prices as a result of changes in the conditions of supply. 'ITie variation in 
quantity also adds to the difficulties of storage and transportation, for in some 
years these facilities are taxed beyond their capacity, and at other times they 
may prove far greater than the need. Tire * ariation in quality complicates the 
problem of grading and makes purchase and sale more difficult. Tliis is espe- 
cially true in the case of agricultural products used as raw materials, since 
manufacturers commonly demand standardized materials with particular char- 
acteristics. Direct relations between grower and manufacturer are thus handi- 
capped, and a stabilized relationship between supply and demand is difficult 
to attain. 

Bulky and Perishable Products. In addition to the factors just discussed, 
certain physical characteristics of agricultural products affect their marketing. 
Most of them arc bulky, that is, their weight and volume are great as com- 
pared with their value. Transportation and storage are, consequently, difficult 
and expensive. Some fruits and vegetables, of course, can stand an expensive 
transportation service because of their high value. But this is not true of most 
farm products, and the costs of transportation play a large part in determining 
the extent of market penetration. 

Many agricultural products are also exceedingly perishable. There is, how- 
ever, a wide degree of difference between products, and even between similar 
products under varying conditions. The present extensive trade in highly 
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perishable fniits and vegetables, milk and other dairy products, meats, and 
poultry products is primarily dependent upon relatively recent improvements 
in refrigeration and transportation. Even cereals, tobacco, and cotton, which 
can be stored for a considerable period of time without deterioration, must 
be stored under proper conditions and given reasonable care. 

Consumption Characteristics 

The demand for most agricultural products is relatively inelastic. If a 
product is in short supply, its price is likely to advance rapidly. If output is 
large, however, the price may have to fall a great deal to take the supply off 
the market. There is a limitation to the amount of food which can be con- 
sumed, and hence to the possibilities of demand creation. This is in contrast 
with most other consumer goods, for which the demand is more elastic. It is 
true that we have seen an increase in the demand for some food products 
during recent years as a result of rising incomes, but this docs not seriously 
modify the importance of the generalization just made. The greatest problem 
of agriculture appears to be that of price stability, especially the tendency 
toward low prices which results from the frequent occurrence of a large supply 
of products available in the market. The adjustment of supply to demand 
takes place slowly. For this reason, we have had since the early thirties nu- 
merous efforts by the federal government to support agricultural prices, efforts 
that have not been too successful cither in maintaining prices or in removing 
surpluses from the market.* 

CHANNELS OF DISTRIBUTION 

The complexity of the marketing system for agricultural products arises 
primarily from the need to concentrate the outputs of many relatively small 
producers into larger lots for economical and efficient marketing. This involves 
the use of more wholesale middlemen than arc necessary for the marketing 
of manufactured products. The latter are likely to utilize at most the efforts 
of only one or two wholesalers, and these arc concerned largely with the 
dispersion of the goods. Agricultural products, however, may reciuire one or 
two wholesalers to perform » the work of concentration and a like number 
for the process of dispersion. It will assist us in understanding the channels 
of distribution for specific agricultural products if we first take note of the 
various types of agricultural wholesale markets. 

* Agricultural price legislation will be discussed in Chap. 30. 
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Types of Wholesale Markets 

Four classes of wholesale markets for agricultural products may be dis- 
tinguished: (1) local markets, (2) central markets, (3) jobbing markets for 
consumer goods, and (4) secondary markets for raw materials. Not all agri- 
cultural products pass through each of these applicable markets. As in the 
case of manufactured goods, there is a certain amount of direct selling and 
buying and the available wholesale market middlemen arc not always utilized. 
Most agricultural products, however, are marketed through at least one whole- 
saler and often through several. 

Local Markets. Local markets, sometimes called ''local assembling mar- 
kets” or "growers* markets,” are found close to the areas of production. 
Operating in these markets are numerous wholesalers and cooperative associ- 
ations who assemble farm products for further shipment in large quantities. 
Tlic wholesalers arc known by various names: cash buyers, resident buyers, 
packer-shippers, local or country elevators, order buyers, and the like. But 
regardless of the name or the type of operation, it is the function of local 
market niiddicmcn to provide a convenient place at which the grower can 
sell his product and to facilitate the collection of products from the surround- 
ing area in sufficient quantities for economical shipment. In order to perform 
these services, local markets usually provide facilities for weighing, storing, 
loading, and in some cases, as with fruits, tor sorting, grading, and packing. 

The assembling of agricultural products in local markets is the first step 
in concentrating them at the central wholesale markets. Tliis operation is 
necessary because it would be inconvenient and too expensive for most central 
market buyers to establish direct business relationship*^ with the many pro- 
ducers of the farm products they desire to purchase. 'Hie average farmer, 
likewise, finds it inconvenient and too expensive to establish business connec- 
tions at central markets, b’urthermorc, if such connections were established, 
the small volume wliich main^ growers are able to market would be shipped 
in less-than-carload lots, at rates which are considerably higher than carlot 
rates. 

Central Markets. Central wholesale markets, often called "terminal mar- 
kets,** are those in which products arc concentrated in large volume from local 
markets and in some cases directly from growers. Some of these products are 
used in the factories of the central markcu/ metropolitan area and others are 
sold to jobbers and retailers for local consumption. In addition, substantial 
amounts of some products are reshipped to other cities for sale to dealers 
in secondary or jobbing markets, to mills and factories, or to retail dealers. 
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Price determination takes place largely in the central markets. It is here that 
buyers and sellers are brought together and that the forces of demand and 
supply meet. The adjusting of demand and supply has been said to be the 
principal function of central markets.® 

Thus the processes of concentration, equalization, and dispersion converge 
in the central wholesale markets. These markets are found in cities located 
strategically between the producing and consuming areas and possessing su- 
perior transportation facilities. Here are found warehouses, banking and credit 
agencies, exchanges, and other institutions so important to successful market- 
ing. Because of their facilities and because of their strategic location and the 
large volume of products used in the immediate area, it is but natural that 
producers turn to such cities for a market in which to sell, and that buyers 
look to them as a source of supply. As a result, the facilities of such markets 
are usually capable of handling a greater volume of business than would be 
necessary for purely local consumption. Chicago, St. Louis, Kansas City, and 
Minneapolis, strategically located in relation to the centers of grain and live- 
stock production and the centers of manufacturing and consumption, are 
important central markets for these products. Omaha, St. Paul, and Denver 
are other important central markets for livestock. Memphis, Dallas, Houston, 
and New Orleans are important central markets for cotton, the latter two 
primarily because they were originally transshipment points between rail and 
water. The great consuming centers of the nation, such as New York, Phila- 
delphia, Chicago, and Los Angeles, constitute important central markets for 
fresh fruits and vegetables. 

Wholesalers operating in the central market who buy in large quantities 
and who take title to the product may be designated as ‘‘wholesale receivers,” 
the actual title used depending upon the commodity they handle. Also operat- 
ing in the central market are numerous agent middlemen— brokers, commis- 
sion men, and auction companies— who assist in bringing buyers and sellers 
together but who do not take title. These middlemen, together with numerous 
facilitating agencies, carry out the functions of the central market. 

Jobbing Markets. The basic function of jobbing markets is to disperse 
agricultural consumer goods such as fresh fruits and vegetables, poultry, eggs, 
and dairy products. Jobbers assemble goods in quantity from central market 
receivers and sell them in smaller lots to retail stores and institutions. In 
modern marketing, much of the distinction between central inarkets and 
jobbing markets has been eliminated. Central market receivers have tended 
to act in a jobbing capacity by selling in smaller and smaller quantities and 

“Edward A. Duddy in Marketing: The Yearbook of Agriculture, 1954' (Washington, 
D.C.: U.S. Department of Agriculture, 1954), p. 38. 
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thus to serve retailers directly. Retail food stores, since the advent of the 
supermarket, have become larger and larger until they have attained a scale 
of operation permitting them to buy directly from central market middlemen. 
Jobbers, especially those located in smaller cities, who once relied upon the 
central market of a nearby large city for supplies now may buy directly from 
local markets. Moreover, chain store systems have tended more and more 
to purchase directly from local markets and from large growers and thus to 
bypass both the central market receiver and the jobber,® 

The distinction between eentral market operations and jobbing operations 
still has some usefulness, however, and most large cities do have primary and 
secondary markets regardless of the exact nature of their operations. For 
example, the Washington Street market in New York and the South Water 
market in Chicago may be regarded as primary central markets as well as 
important jobbing markets. On the other hand, the Gansevoort market in 
New York and the Randolph Street market in Chicago are small jobbing 
markets which obtain their supplies almost entirely from the larger central 
markets and break them down into smaller lots for resale. In a similar way, 
small jobbers in outlying cities will usually rely on the nearest primary market 
for a considerable portion of their goods. Thus jobbing markets tend to 
operate on a smaller scale than do central markets, do not play so large a 
part in the determination of prices, and perform only those operations which 
enable them to supply their immediate retail clientele. 

Secondary Markets. Secondary wholesale, or subterminal, markets perform 
for agricultural raw materials a function similar to that performed for agri- 
cultural consumer goods by the jobbing markets. The middlemen operating 
in these markets are concerned mainly with the dispersion process, assembling 
raw materials from central markets for resale to local mills and factories. As 
is the case with consumer goods, the distinction between central and second- 
ary markets for raw materials has tended to become somewhat blurred. 
Secondary market middlemen often purchase directly from local markets and 
from growers, thus engaging in the concentration of goods as well as in their 
dispersion. Processors located in secondary markets also tend to buy from 
central market receivers in some instances, as well as directly from local 
markets. Nevertheless, there is again a useful distinction to be made between 
the two markets, a distinction which assists in understanding the rather com- 
plex system of marketing agricultural proudcts. 

« Even though mickllcnicii may be cliininated, the functions that they normally perform 
must be assumed by someone. Cham store systems, for example, assume the functions of 
central market receivers and jobbers and in some instances perform them in a manner very 
similar to that used by the traditional agencies. .. 



72 


Principles of Marketing 


Channek for Consumer Goods 

Typical channels of distribution for fresh fruits and vegetables are shown 
in Figure 4-1. The channels shown are somewhat oversimplified, since many 
types of agencies operate in the various product lines. Moreover, no indication 
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Figure 4-1. Channels of Distribution for Fresh Fruits and Vegetables. 


is given of the relative importance of the several channels, whidi also varies 
greatly according to the product and to the distance that it must travel to 
reach the consuming market. However, the diagram does give ah idea of the 
basic channels and their variations. A product moving through the “normal” 
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channel would proceed from grower to local assembler (such as the cash buyer, 
independent packer-shipper, or cooperative association) to wholesale receiver 
with the assistance of one or more agent middlemen (the selling broker and 
central market auction) to jobber to retailer to consumer. Any or all of these 
middlemen, however, may be eliminated for one reason or another until we 
get to the shortest channels of grower to retailer to consumer and even grower 
directly to consumer. 

The channels of distribution for poultry have changed greatly in recent 
years and in general involve fewer middlemen than in the case of fresh fruits 
and vegetables. Much of the supply is produced by farmers under contractual 
arrangements with large processors, feed companies, and others, who assume 
responsibility for marketing the finished product.*^ Country processing plants 
have largely replaced city processing, and these plants obtain the bulk of their 
supplies directly from producers or contractors. They sell the dressed product 
in turn to city wholesalers or directly to large retailers. The smaller retailers, 
hotels, restaurants, and institutions usually purchase from the city wholesalers, 
llicre are still a few live poultry buyers in the local markets in some parts of 
the countTj' vud some city processing plants, but their importance in the 
marketing of poultry is declining rapidly.® 

Selling Through ^^^lolesale Channels. The foregoing illustrations are suf- 
ficient to give a general idea of the channels of distribution for agricultural 
consumer goods. The standard channel, and the one through which the bulk 
of these products move, invoh es the use of one or more wholesale middlemen. 
Usually the producer sells to a local assembler who in turn sells to a wholesale 
receiver in the central market. A jobber may then be the next link in the 
channel, but as previously mentioned there is a substantial trend at present 
to consolidate the functions of the jobber and those of the wholesale receiver 
into one agency. Transactions between the local assembler and the wholesale 
receiver may or may not be assisted by agent middlemen located in the central 
market. Some producers, especially the larger ones, will bypass the local 
assembler and sell directly to the central market buyer. Chain stores, of 
course, tend to perform the wholesaling functions themselves and often buy 
directly from local assemblers or even from large producers. Thus, although 
it is difficult to determine for a given product the extent to which the com- 
plete wholesale channel is used— local market to central maiket to jobbing 
market— it is true that the majority of agK.ultural consumer goods do pass 
through some portion of it. Moreover, the channel for such products tends 

T See the discussion on contract farming in a later section of this chapter. 

«See The Marketing and Transportation Situation, Agricultural Marketing Service, 
U.S. Department of^ Agriculture, April 1959, pp. 32-7, and October 1959, pp. ^5-6. 
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to be longer and to involve more types of wholesalers than is the case for 
manufactured consumer goods. 

Selling Directly to Retailers. A certain amount of agricultural consumei 
goods is sold directly by producers to retailers, including hotels and restaurants, 
thus bypassing the entire wholesale channel. For example, studies of certain 
areas have shown that producers sell 30 per cent or more of their eggs directly 
to retailers.® For agricultural consumer goods as a whole, the figure is prob- 
ably less than this, but chain store buyers and even the smaller retailers who 
arc located close to producing areas are in a position to buy fruits, vegetables, 
eggs, and other consumer goods directly from the producer. 

The farmer selling directly to local retailers usually obtains a higher price 
for his product than could be obtained from local assemblers. If his output 
is small, he may not find it unduly burdensome to assume the marketing 
functions involved in direct selling. If his output is large, however, he is 
likely to find it quite burdensome and expensive to seek out the necessary 
number of buyers and to perfonn the necessary marketing functions. In that 
event, he may well decide that his net return would be greater by selling in 
large quantities to local assemblers. Obviously, direct sale to retailers is not a 
practical alternative for producers located at great distances from the major 
consuming markets, except as it is possible to deal directly with chain store 
buyers. 

To the retailer, the main advantage of direct buying is that it assures him 
a supply of fresh products in season. But there arc important difficulties. He 
may have to buy from several producers in order to provide a sufficient quan- 
tity and variety of products for his customers. TTiis increases the time and 
effort he must devote to buying. He usually must pay cash to the producer, 
whereas he may receive credit from the jobber or wholesaler. Again, the source 
of supply is far from dependable; on any given day, one or more of his pro- 
ducers may fail to deliver. Moreover, the quality and quantity of local crops 
vary widely from year to year. Obviously, it is not feasible for any except 
the largest retailers to buy all their agricultural consumer goods directly from 
producers, since they must deal with a large number of persons located in 
widely separated parts of the country. 

Selling Directly to Consumers. Agricultural products may also be sold 
directly to consumers, thus eliminating both wholesale and retail middle- 
men. The volume sold in this way is undoubtedly a small propjDrtion of the 
total output of agricultural consumer goods. It is estimated that 10 per cent 
of eggs and 5 per cent of poultry are sold directly to the consiimer.^® Fresh 

® Yearbook of Agriculture, op.cit, p. 472. 

10 Ibid. 
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milk also may be sold directly, especially in small rural communities, by local 
producer-distributors. Fresh fruits and vegetables are distributed in this way 
during the growing season in communities close to production areas. 

Methods of Direct Sale. Direct sale to the final consumer usually is ac- 
complished in one or more of four ways: (1) by making delivery to consum- 
ers at their homes, (2) through roadside markets, (3) through retail public 
markets, and (4) by parcel post and express. 

Delivery to consumers* homes is a common method of direct sale both 
for milk and eggs. Regular delivery routes may be maintained by producers 
even in large cities. With respect to fresh fruits and vegetables, the farmer 
usually peddles the products from door to door.’* Obviously, direct delivery 
to consumers* homes is a more satisfactory method of marketing for products 
which the consumer purchases at regular intervals and for which he has a 
consistent demand, such as eggs and milk, than it is for products which are 
purchased irregularly, such as fresh fruits and vegetables. 

Roadside markets, or stands, are located on or near the farm, usually on 
a well-traveled highway near a community of at least moderate size. In this 
method of selling, consumers come to the farm— the reverse of the method 
previously described, h’rcsh fruits and vegetables constitute the principal class 
of products sold through roadside markets, about 85 per cent of all products 
sold in this manner.’^ Other commodities sold through roadside markets 
include eggs, poultry, honey, and maple products. The bulk of the sales are 
m?*de during the home canning and freezing season, i.e., during the summer 
months, especially August. 

Although relatively unimportant, retail public markets for the sale of 
agricultural products— commonly called “farmers* markefs** or “farmers’ retail 
markets**— are found in many cities. The characteristics ot these markets vary 
greatly. They may be publicly, cooperatively, or privately operated. The mar- 
ket place may be in an open space or in buildings. Space in open markets 
is often provided without charge by the city. In covered markets a charge 
for space is ordinarily made. In some cities, the farmers* market forms a 
section of the public wholesale market, in which case many of the farmers 
sell both at wholesale and at retail. 

The use of parcel post and express is the least important method of direct 
marketing of agricultural products and probably is confined at present largely 
to the sale of choice products at Christmas time and through the Fruit-of- 
the-Month Club and other similar plans. There is ordinarily no personal 

House-to-house peddling of furiii products is also carried on by hucksters, who obtain 
their stock either from the grower or in the wholesale market. This, of course, is not direct 
selling. 

12 Yearbook of 'Agriculture^ op.cif., p. 24. 
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contact between producer and consumer, the sale being made by written 
communication between the two parties. Thus it is difficult to establish busi- 
ness relationships. In addition, transportation and packing costs arc high, and 
the seller undoubtedly encounters additional expenses in keeping individual 
accounts, making collections, and arranging adjustments. 

Conclusions on Direct Sale, The direct marketing of agricultural con- 
sumer goods is likely to be practiced most widely when farm prices are low 
or when the farm unit is relatively small and located near densely populated 
areas. Under these circumstances, the producer may find that the higher price 
received for his products will compensate him for the greater time and effort 
spent in marketing them. On balance, however, the volume of agricultural 
products sold directly to the ultimate consumer is relatively small. Most 
farmers are unwilling or unable to spend the time required in selling directly. 
They prefer to sell quickly in large lots to middlemen— -local shippers, com- 
mission men, wholesale receivers, jobbers, or retailers— -and then to return to 
the work of the farm. Consumers, likewise, generally prefer to depend on the 
more certain supplies found in retail stores, and to take advantage of their 
superior services. The trouble and uncertainty of direct purchase are disad- 
vantages which, for most consumers, arc not offset by any superiority of the 
products purchased directly or any saving in cost. In fact, the prices charged 
by farmers frequeirtly equal those charged by the retail stores for products 
of equal quality. Moreover, direct purchase is impossible for most consumers. 

Most agricultural commodities are grown far from the ehief consuming 
areas. For example, the fresh fruits and vegetables consumed in our larger 
cities arc grown in a wide area surrounding the city and also in regions not 
geographically tributary.^^ Even with the development of modern motor truck 
transportation, it is likely to be physically impossible for the average grower 
to haul his products to such markets and practically impossible for him to 
establish satisfactory business connections with consumers. So not only must 
his goods be shipped by some general transportation agency, but he is likely 
to find it easier to turn the entire operation, including the sale, over to a 
marketing specialist. Finally, a product that is consumed out of season usually 
can best be stored by independent agencies who have the proper facilities, 
together with the requisite financial resources, and who are m close and 
constant touch with the market. 

In 1952, Cleveland received shipments of fresh fruits and vegetables from 45 states 
and seven foreign countries. California and Florida were the two most important states of 
origin. See ]. Stanford Larson, Wholesale Produce Markets, Marketing Research Report 
No. 91 (Washington, D.C.; Agricultural Marketing Service, U.S. Department of Agricul- 
ture, April 1955), p. 3. 
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Channels for Raw Materials 

The channels of distribution for agricultural raw materials are similar to 
those for agricultural consumer goods except that the channel fpr raw mate- 
rials ends with the sale of the product to processors, mills, and factories. 
Responsibility for getting the ultimate product to the final consumer rests 
in the manufactured goods market. Thus raw materials do not flow through 
the jobbing or retail markets, although they may proceed from central market 
middlemen to secondary market dealers before final sale to processors. 

The channels of distribution foi wheat (and other grains) are relatively 
simple and illustrate the broad pattern for all agricultural raw materials. 
Farmers sell in the local markets to country elevators which in turn ship to 
terminal elevators in the central markets. Cash grain commission merchants 
in the central markets represent the country elevators and arrange for the 
sale to dealers and other buyers who operate the terminal elevators or who 
store the wheat in independently operated elevators. These dealers in turn 
sell to mills and processors. A small amount of wheat is sold directly by the 
farmer to local mills and a still smaller amount directly to central market 
dealers. A somewhat larger amount is sold by country elevators direct to mills 
and factories. ITie bulk of the product, however, moves through the stand- 
ard channel— grower to country elevator to terminal elevator and dealer to 
processor. 

I’hc marketing channels for cotton are somewhat more complex and are 
shown in Figure 4-2. Note that there are several different types of buyers in 
the local markets and that agent middlemen assist in transferring title not 
only between local markets and central markets but also between central 
markets and mill, or spinners’, markets. Again, as in the case of wheat, several 
direct channels are used, as well as the standard local market to central market 
path. 

Wheat and cotton are the best examples of marketing through the tradi- 
tional loeal market to central market channel. Secondary market middlemen 
also may be involved in these products, although there is a strong tendency 
to combine central market and secondary market operations. For a product 
such as tobacco, however, the old methods of selling through central markets 
have almost completely disappeared. About 90 per cent of tobacco is now 
sold through loose-leaf auctions in the locai markets. Most of it is purchased 
there directly by manufacturers and exporters, although a portion of the 
purchases are made by dealers and speculators for later resale to the ultimate 
buyers. 
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The marketing of livestock has also been greatly decentralized, as will be 
shown in the following section, although not to the extent that tobacco has 
been. Producers are likely to sell either through local market middlemen or 
through terminal market middlemen but not through both.^* In a large 
number of instances, sales are made directly to packers, thus bypassing both 
local and terminal market intermediaries. All in all, the channels of distri- 
bution for livestock have been shortened considerably in recent years. 

It is evident from the foregoing discussion that the broad outline of market- 
ing channels is similar for all types of agricultural raw materials but that the 
relative importance of the several channels varies from one product to another. 
In recent years, there has been a strong trend toward vertical integration in 
agriculture which has resulted in the decentralization of agricultural marketing. 
The decentralization movement has made more progress in some product 
lines than in others but has affected both raw materials and consumer goods. 
This trend toward integration and decentralization is of sufficient importance 
to warrant special discussion. 


VERTICAL INTEGRATION IN AGRICULTURE 

Vertical integration in agriculture, as in manufacturing, has led to more 
direct marketing. It has resulted generally in shorter channels of distribution 
and in the use of fewer dealers and handlers during the marketing process. 
1 wo aspects of the ^'ertical integration movement can be distinguished. The 
first is the decentralization of marketing, that is, the decline in the importance 
of the central market. The second is the development of contract farming. 


The Decentralization of Agricultural Markets 

The trend toward decentralization has been in evidence for a number 
of years but has become somewhat accelerated since the beginning of the 

A study of livestock marketing on the Pacific Coast indicates that in 1949 less than 
5 per cent of livestock was marketed through both local outlets and terminal markets. 
About 30 per cent passed through one or more local outlets and about 25 per cent through 
terminal public markets. 7’he remainder presumably was sold directly to packers and to 
other farmers. See Harold Abel and Dec A. Broadbent, Trade in Western Livestock at 
Auctions, Bull. No. 352 (Logan: Utah Agricultural Experiment Statioji, May 1952), p. 47. 
Nationally a somewhat smaller percentage of t^’il livestock is sold diicctly to packers and 
a larger percentage is sold through middlemen. No information is available as to the 
proportion marketed through both local outlets and terminal markets, but it is unlikely 
that it is a substantial proportion of total volume. See Victor B. Phillips and Gerald 
Engelman, Market Outlets for Livestock Producers, Marketing Research Report No. 216 
(Washington, D.C.: Agricultural Marketing Service, U.S. Department of Agriculture, March 
1958). 
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fifties. Many of the older central markets no longer dominate the marketing 
of particular farm products as they once did. This is especially true in the 
case of livestock. For example, in 1925 about 75 per cent of hogs, 85 per cent 
of sheep and lambs, and 90 per cent of cattle were sold through terminal 
markets; whereas in 1956 only 37 per cent of hogs, 45 per cent of sheep and 
lambs, and 70 per cent of cattle were so marketed.^'' Between 1930 and 1955, 
the number of hogs sold through the Chicago tcnninal market actually de- 
clined from 8,000,000 to less than 3,000,000, and as of 1959 the total number 
of livestock sold through the Chicago market was less than one third the 
number sold annually during the twenties.^® There have also been significant 
changes in the marketing of butter. At one time, most of the butter sold by 
creameries passed through the central markets; in 1951 it was estimated that 
less than 20 per cent of total output was handled by central market whole- 
salers. 

Similar, but perhaps less drastic, changes have taken place in the marketing 
of grain, fresh fruits and vegetables, eggs, and other products, although specific 
data are difficult to obtain. For some of these products, especially the grains, 
the central market is still of substantial importance as a transaction center 
and thus continues to dominate the process of equalization. Tliat is, the 
direct movements of the products and the price-making forces are still con- 
trolled from the central market to a greater extent than would be indicated 
by the actual physical movement of the product to that market. For most 
agricultural products, however, the process of equalization, as well as those 
of concentration and dispersion, has been decentralized substantially, and 
the central markets have declined a great deal in relative importance and 
often in absolute importance. 

Causes of Decentralization. I’his trend toward decentralization has re- 
sulted from a number of factors, two of the most important being improve- 
ments in transportation and communication. The central market system 
developed originally largely because of the need to concentrate agricultural 

These and other statistics in this paragraph are from R. L. Kohls, ''By-Passing of 
Terminal Market Facilities in Agricultural Marketing/’ in Robert D. Buzzcll (cd.), Adaptive 
Behavior in Marketing (Chicago; American Marketing Association, 1956), pp. 88-9; Ed- 
ward Uvasek and Dalton L. Wilson, Livestock Terminal Markets in the United States, 
Marketing Research Report No. 229 (Washington, D.C.: Agricultural Marketing Service, 
U.S. Department of Agriculture, January 1959), p. 10; and Geoffrey Shcpliterd in Market- 
ing: The Yearbook of Agriculture, op.cit., pp. 52-9. 

As a result, two of the nation’s major meat packers suspended slaughtering operations 
in Chicago during 1959. The other member of the "Big Three’’ ceased operations four years 
earlier. Tlie Chicago public market still remains, however, an important concentration 
point for cattle because of superior grading facilities even though the animals may be 
shipped East for slaughter. 

” Edward A. Duddy, op.cit., p. 41. 
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commodities into large lots for economical shipment and because inadequate 
communication facilities made it necessary for buyers and sellers, or their 
representatives, to congregate in a central location. In addition, the lack of 
adequate standards for farm products and the high degree of perishability 
of some commodities made it necessary to sell by inspection rather than by 
sample or description. 

With the advent of motor truck transportation, it became possible for 
the grower to sell in smaller quantities and to deal directly with buyers who 
desired to purchase in these quantities. Better communication facilities, espe- 
cially the development of radio, permitted a more widespread and rapid dis- 
semination of market news concerning prices and supplies. Thus the grower, 
or his local market representative, could make decisions regarding the sale 
of the product without having to rely so completely on central market middle- 
men at distant points. In addition, standards and grades W'erc developed 
for many products and new refrigeration equipment reduced perishability. 
I’hus it became somewhat less necessary for the buyer to inspect each pur- 
chase made. 

Tlieso Ux '/clopmcnts then set the stage during the twenties for the move- 
ment toward decentralization, a movement the impetus for which came largely 
during the twenties and thirties from the establishment of large-scale market- 
ing agencies at both ends of the distribution channel. A substantial develop- 
ment of growers’ marketing cooperatives took place during the twenties.'® 
These cooperati\es were able to provide selling services for the grower that 
previously could be provided only by central market middlemen. This fact, 
together with the improvements in transportation and communication already 
noted, made it possible to bypass the central markets at least to some extent. 
At the other end of the distribution channel, the ehain store and the super- 
market were beginning to develop into large-scale retailing agencies. These 
large retailers preferred to purchase agricultural consumer goods directly from 
local markets and to perform the wholesaling functions themselves. Thus a 
further decline in the importance of wholesale markets took place with respect 
to such products as butter, eggs, poultry, and fresh fruits and vegetables. After 
World War II and particularly during the fifties, food retailers continued 
to grow in size until two thirds of retail grocery sales were being made by 
10 per cent of the unit stores. More and more agricultural consumer goods 
were being purchased directly rather thn’.i through the terminal markets.'® 

detailed discussion of the cooperative marketing of agricultural products will be 
found in Chap. 17. 

P'or a more c'ompletc discussion, see Norman R. Collins and John A. Jamison, “Mass 
Merchandising and the Agricultural Producer, “ Journal of Marketing, April 1958, esp. pp. 
361-6; and Willard W. Cochrane, “Changing Structure of the American Economy: Its 
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Results of Decentralization. It is generally assumed that the decentraliza- 
tion of agricultural marketing, to the extent that it has taken place, has 
resulted in greater marketing eflSciency and lower costs.*® Although data with 
respect to relative costs are limited and direct comparisons are difficult to 
make, it seems likely that costs have been reduced. Otherwise, the decentral- 
ization movement probably would not have continued to grow to the extent 
that it has. This does not mean, however, that the central markets can be 
completely eliminated. Although most authorities expect further decentraliza- 
tion,*' it should be held in mind that central markets still exist, that substan- 
tial proportions of some agricultural products are still sold through them, 
and that they do serve— and no doubt will continue to serve— under certain 
conditions a necessary and useful function in the marketing of most farm 
products. 

Actually, there are some inefficiencies in the decentralized marketing sys- 
tem when compared with greater centralization. Buyers may have to go to 
considerable expense to seek out sellers with the proper quality and quantity 
of product. ITiere is evidence that for some products “decentralization has 
resulted in too many and too small individual firms for low-cost operation.”** 
Concern is frequently expressed that the decentralization movement, espe- 
cially with respect to livestock, has complicated the price-making process.** 
There is less tendency to have a definite and specific central market price 
that is well publicized and known to all sellers and buyers. 'I'hc individual 
farmer selling livestock directly from his farm to a local buyer at a negotiated 
price must make greater effort to become informed with respect to prices in 
other markets than formerly was necessary. At the same time, with “thin” 
markets, it may be more difficult for him to obtain reliable price quotations. 

Thus it may be seen that there arc disadvantages and problems with 
respect to decentralization as well as benefits. On balance, the result has 
probably been a net benefit. In any event, it has given the grower, the local 
market dealer, and the ultimate business buyer somewhat more control over 
the marketing process than they formerly were able to exert. 

Implications for the Performance of Agricultural Markets,” Journal of Farm Economics, 
May 1959, esp. pp. 401-7, 

*® See, for example, Geoffrey Shepherd, “Decentralization in Agricultural Marketing — 
Causes and Consequences," Journal of Marketing, April 1942, Part 1, pp. ^42-4. 

*' See, for example, Harry C. Trelogan in Adaptave Behavior in Marketing, o/>.ci(., 
pp. 95-7. 

*a R. L. Kohls in Adaptive Behavior in Marketing, op.cit., p. 95. 

*a See Edward A. Duddy, op.cit., p. 42. Also note Shepherd’s discussions both in the 
Journal of Marketing, op.cit., pp. 546-7, and in the Yearbook of Agriculture, op.dt., pp, 
56-8. 
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Contract Farming 

The second principal aspect of agricultural integration is the development 
of contract farming which has been taking place since the early fifties.** 
There has always been a certain amount of contracting between processors 
and farmers, as well as between cooperative associations and farmers, whereby 
the latter agree in advance of actual production to sell their output to the 
former. For example, written contracts covering the production of specific 
crops have been common in the vegetable processing and sugar beet industries, 
such contracts often specifying the number of acres to be produced, the 
formula for determining prices, the quality of product to be produced, delivery 
and payment schedules, and other details. Through such contracts, the farmer 
is assured of a market outlet and the processor of a source of supply. 

In recent years, there has been a substantial increase in the use of these 
contracts. Not only has the practice of contracting been utilized more ex- 
tensively in the traditional fields, such as vegetable processing; but of greater 
importance contracting is now practiced rather extensively in several other 
agricultural industries, especially in poultry and livestock. Moreover, the con- 
tract provisions have become more and more exacting with respect to the con- 
ditions of production, often specifying for crops the time of planting, the 
seed and fertilizer to be used, the spraying and dusting operations to be 
perfonned, and the time and method of harvesting. Contracts involving 
poultry' and livestock are likely to be even more restrictive with processors 
and feed dealers virtually taking over responsibility for production. If farmers 
are reluctant to enter into contracts of the type described, processors often 
enter the production field directly and giow their o^^n crops or raise their 
own livestock or poultry. 

It is estimated that 90 per cent of the vegetables grown for canning and 
freezing are either produced by processors or by farmers under contract to 
them. Contracting is used for almost the entire production of lima beans, 
sweet corn, and green peas. Sugar beets are grown universally under contract 
with processors, although this is not a new development But contract produc- 
tion in poultry is a recent development and has progressed rapidly. Some 95 
per cent of all broilers are produced under contracts with feed dealers and 

Much of the information in this section has been obtained from Contract Farming 
and Vertical Integration in Agrietdture, Agricu.! re Information Bull. No. 198 (Washing- 
ton, D.C.; U.S. Department of Agriculture, July 19S8). See also Willard F. Mueller and 
Norman R. Collins, “Grower-Processor Integration in Fruit and Vegetable Marketing,” 
journal of Farm Economics, December 1957, pp. 1471-83; and Stanley K. Seaver, “An Ap- 
praisal of Vertical Integration in the Broiler Industry,” ibid., pp. 1487-97. 
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processors. About half of the production of turkeys is obtained in the same 
way. Contract operations in livestock occur principally in the feeding of cattle 
and lambs, but complete contract production is beginning to take place in 
hogs. The percentage of hogs raised under contract is still small, perhaps 
5 per cent of total production in 1959, but many people expect this to be 
the next major development in agricultural integration. 

Regardless of whether contracts are involved or whether processors are 
engaged directly in production, it is obvious that the nature of the marketing 
process has been greatly changed. There is little or no need for concentration 
of the products in the marketing sense of the term, and production to strict 
quality standards eliminates the need for the marketing function of stand- 
ardization. Transfer of ownership cither does not take place or has already 
been provided for in the contract. Thus there is little need for the services 
of middlemen, especially those located in the local markets. Whereas the 
decentralization movement previously described results in the bypassing of 
central markets, grower-processor integration tends to bypass the facilities of 
the local markets as w'cll. Tlie net effect of these developments is to make 
the marketing system for agricultural products more akin to that already 
described for manufactured goods. Nevertheless, the differences previously 
described in this and the preceding chapters still exist in considerable degree 
for many agricultural commodities. 


QUESTIONS FOR DISCUSSION 

1. In footnote 3, the question is raised as to whether cooperative advertising of 
agricultural products can be effective if there is no control by the ad\tTtising 
organization o^e^ the general marketing and sales program of the industry. 
Why is it necessary to have such control in order to obtain maximum returns 
from the advertising program? 

2. Some people have been critical of the trend toward contract farming and 
vertical integration of agriculture on the grounds that this is leading to large- 
scale agriculture, to the elimination of the family farm, and to the loss of the 
farmer’s independence. Assuming that these things might take place to a degree 
at least, what is the probable effect upon the marketing structure for agricultural 
products? Will these changes affect the efficiency with which such products 
are marketed? Do you believe the net effect upon the economy wil} be beneficial 
or detrimental and why? 
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THE CONSUMER MARKET 


Tlie ultimate objective of the marketing system outlined in the previous 
chapters is to serve the final consumer. This is not a new idea but in recent 
years it seems to have been rediscovered. Accordingly, a great deal of effort 
is being made by marketing executives to obtain information about consumers: 
who they arc and where they arc located, their incomes and consumption 
patterns, their needs and desires, their motivations and attitudes, and their 
purchasing habits. It is rapidly becoming '‘a truism . . . that marketing 
begins with the consumer and ends with the consumer.'' ^ 

Why has all of this excitement about the consumer suddenly entered 
the marketing scene? Has the consumer become a more complex individual 
who is more difficult to serve than he used to be? The answer to this latter 
question could be argued at considerable length, but it does seem evident 
that changes in consumer attitudes do take place from time to time.* Consider, 
for example, the growing popularity during the late fifties of the small auto- 
mobile. I’he industry trend for many years, as everyone knows, had been 
toward larger and more powerful cars, with annual model changes of greater 
or lesser importance, and a constantly increasing number of conspicuous and 
“flashy*' features. The trend was well established and the consumer attitude 
toward the product apparently very favorable. Within a few years, however, 
the principal American manufacturers had to bring out additional models, 
smaller in size and with less power, automobiles with relatively plain features, 
to meet the competition of foreign and domestic manufacturers who had 
successfully penetrated the market with just such a product. 

Many reasons have been given for thp apparent change in the consumer 

1 D. Maynard Phelps in David W. Ewing (ed.), Effective Marketing Action (New 
York: Harper, 1958), p. 5. 

2 Sec Pierre D. Martineau, “Kaleidoscopic Views of the Consumer Today/’ in Joseph 
C. Seibert (ed.), The Broadening Perspective of Marketing (Chicago: American Marketing 
Association, 1956), pp. 40-5; as well as D. M. Phelps, op.cit, pp. 3-9. 
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attitude toward automobiles— highway congestion and parking di£Bculties, the 
increasing cost of gasoline and repair service, and even the psychological one 
that the automobile is no longer an important symbol of prestige and status. 
Whatever the reasons, and the most important ones may not even be known, 
it is obvious that those manufacturers and dealers who foresaw the change 
in attitudes profited a great deal. Perhaps they saw trends in the consumer 
market which were not evident to others, or perhaps they were merely fortu- 
nate in developing the right product at the right time, but in any event it is 
obvious that every marketer must be alert to consumer wants and desires. 

Whether consumers have become more complex individuals who must 
now be studied with greater care than ever before is perhaps a pointless 
question. Consumers must be studied, if for no other reason, because of the 
many changes that have taken place, and that will take place, in the con- 
sumer market. In the United States at least, there are more consumers than 
ever before. Of greater significance, their incomes and levels of living have 
risen rapidly and are continuing to rise. More people have more purchasing 
power than ever before, a purchasing power that is being translated into an 
effective demand for a great variety of products and services. Thus the study 
of the consumer must start with an analysis of the population, of incomes, 
and of expenditure patterns— the quantitative aspects of the consumer market. 
These topics will constitute the subject matter of the present chapter. 

POPULATION AND ITS CHARACTERISTICS 


Total Population ■ 

Although foreign markets are often important, it is obvious that the popu- 
lation of the United States constitutes the principal market for most American 
businessmen. This population has been a constantly expanding one. Between 
1790 and 1860, the rate of growth varied from 32.7 per cent to 36.4 per cent 
during each decade of this seventy-year period, a very consistent rate of 
increase. For the next thirty years, the rate of growth amounted to approxi- 
mately 26 per cent during each decade. Table 5-1 shows the total population 
and the rates of growth by decades from 1900 to 1960. 

During the thirties whdn population was increasing very slowly, as shown 
in the table, it was generally estimated that the population of the United 
States would reach 165 million by the end of the century.* The wartime and 

* Philip M. Hauser, “The Challenge of Tomorrow's Markets,” Journal of Marketing, 
July 1959, p. 1. 
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Table 5-1 

Population of the United States * and Rates of Growth 
by Decades, 1900-1960 


Year 

Population 

Per Cent Increase 
During Decade 

1900 

76,212,168 

21.0 

1910 

92,228,496 

21.0 

1920 

106,021,537 

15.0 

1930 

123,202,624 

16.2 

1940 

132,164,569 

7.3 

1950 

151,325,798 

14.5 

1960 

179,323,175 

18.5 


® Includes data for Alaska and Hawaii. 

Source: 1960 Census of Population, Advance Reports, PC(A1)-1 U.S. Department of 
Commerce, Bureau of the Census, November 15, 1960, p. 3. 


postwar mat iago and baby boom changed the picture a great deal; in fact, 
the 165 million mark was passed in 1955. Present estimates anticipate a popu- 
lation in 1970 of between 202 and 220 million persons, depending upon the 
assumptions made.^ Thus the present relatively high rate of population growth 
is expected to continue, although it should I)c clearly understood that present 
rates of increase arc considerably below those of the nineteenth century when 
the population base, i.c., the total number of persons, was much smaller. 


Geographical Distribution 

Although it is of considerable importance to the marketing executive to 
know that our total population is increasing at a significant rate, it is of even 
greater importance to realize that this rate of growth is by no means uniform 
throughout the country. Tire data in Table 5-2 show that the western states 
of the Mountain and Pacific regions are growing the most rapidly of any of 
the eight census regions. The South Atlantic region “ has had an above average 
growth since 1940, while the East North Central area® has recorded an 
average rate of increase. ITie five remaining regions have not maintained 

^Bureau of the Census, Current Population Reports, Scries P-25, No. 187, Novem- 
ber 10, 1958. 

* Includes the District of Columbia and the states of Delawrare, Maryland, Virginia, 
West Virginia, North Carolina, South Carolina, Georgia, and Florida. 

« Illinois, Wisconsin, Michigan, Indiana, and Ohio. 
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Table 5-2 

Percentage Increases in Population, United States and Regions, 
1940-1950 and 1950-1960 


Geographical Region 

Per Cent Increase 
J940-1950 

Per Cent Increase 

J 950- J 960 

United States 

14.5 

18.5 

New England 

10.4 

12.8 

Middle Atlantic 

9.5 

13.3 

East North Central 

14.2 

19.2 

West North Central 

4.0 

9.5 

South Atlantic 

18.8 

22.6 

East South Central 

6.5 

5.0 

West South Central 

11.3 

16.6 

Mountain 

22.3 

35.1 

Pacific « 

48.8 

40.2 


® 1940-50 figure does not include Alaska and Hawaii. 

Source: 1940-50, Statistical Abstract of the United States: 1959 (Washington, D.C.: 
U.S. Government Printing Office, 1959), p. 13; 1950-60, 1960 Census of Population, 
Advance Reports, op.cit., p. 3. 

growth rates at the level of the United States average/ It should be held in 
mind, of course, that the Middle Atlantic * and East North Central states 
are still the areas of the country in which the population is most heavily con- 
centrated. Almost 40 per cent of the nation's population resides in these 
eight states compared with about 14 per cent in the South Atlantic area and 
a similar proportion in the West. "ITic point is, however, that markets are 
changing and that marketing men must be aware of these changes. 


Urban-Rural Distribution 

Another ehangc that has been taking place in the distribution of popula- 
tion is that the proportion residing in urban areas has been increasing con- 
stantly, with a corresponding decrease in the proportion residing in rural areas. 
In 1900 about 40 per cent of the people lived in urban communities of 
2,500 or more population. The remaining 60 per cent lived in rural commu- 
nities of less than 2,500 population and on farms. In 1960 these percentages 
were virtually reversed, 63 per cent being classified as urban residents and 
37 per cent as rural. Moreover, another 7 per cent of the population actually 

^ A few individual states located in these regions are exceptions to the general rule, 
for example, Texas, Connecticut, and New Jersey. 

• New York, New Jersey, and Pennsylvania. 
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lived in urban metropolitan areas, although they were classified as rural under 
the census definitions used prior to 1950. Thus the revised census definitions 
show 70 per cent urban and only 30 per cent rural population in 1960. 

Actually, the relative decline in rural population is more than accounted 
for by the decrease in the number of persons living on farms. In 1910 about 
35 per cent of the nation’s population, some 32 million persons, lived on 
farms. In 1950 farm population amounted to 25 million people, less than 17 
per cent of the total, and by 1959 it constituted approximately 21 million 
persons or 12 per cent of the total population. 

Movement to the Suburbs. Even the shift of population to urban areas 
has not been a consistent one. Since 1940, suburban communities have grown 
at a much more rapid rate than have the central cities. Between 1950 and 
1960, while standard metropolitan areas showed an increase in population 
of 26 per cent, the central cities of these areas increased by only 11 per cent 
and the suburban areas outside of eentral eitics inereased by 49 per cent.® 
Moreover, the rural areas outside the central cities showed an even larger in- 
crease. Tliis indicates that people arc moving out farther and farther from 
the central cities, even beyond the suburbs presently classified as “urban" 
areas. 

For a number of years, marketing students have spoken of the “surburban" 
market; now they speak of “interurban" markets. An interurban area, or 
megapolis, is defined as a land strip including two or more metropolitan areas 
and the surrounding densely populated nonfarm counties. One study has 
located fourteen interurban markets covering less than 4 per cent of the 
nation’s land area but with almost half of the total population and more 
than half of all retail sales.^® The most noteworthy of these land strips of 
concentrated population is that which extends from north of Boston to 
south of Washington, D.C., virtually one continuous urban area. Develop- 
ments of this type have great significance for the future, since these inter- 
urban markets will almost certainly grow in relative importance. Many be- 
lieve that they will constitute the mass markets of the future. 

® A standard metropolitan area is an integrated economic and social unit established 
for statistical purposes. It consists of one or more central cities with a population of at 
least 50,000 plus the county or counties containing the central cities and such contiguous 
counties as are considered to be economically and socially integrated with the central city 
or cities. For the exact criteria used in dctenniin 'g standard metropolitan areas, see Stand- 
ard Metropolitan Statistical Areas (Washington, D.C.: Executive Office of the President, 

Bureau of the Budget, 1959). , ,, , i it, , »r « • 

"‘From I’hcsc City Areas Come Tomorrow s Vast Interurban Markets, Pnnters 
Ink, April 26, 1957, pp. 36-41. This is a report of a study, Interurbia, The Changing Face 
of America, presented before the American Association of Advertising Agencies, April 27, 
1957, by the J. Walter Tliompson Company. 
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In any event, the shifts in population described above have many impli- 
cations for marketing. For example, the decrease in farm population, with 
fewer persons operating larger farms, is related to the increased demand for 
power machinery. The movement to the suburbs has led to a greater amount 
of home ownership and a demand for the many products associated therewith, 
including lawn and garden furniture and equipment, all products having to 
do with outdoor living, and do-it-yourself tools and equipment. By virtue of 
his location, the suburban dweller finds it inconvenient to shop in the city 
center of the adjacent central city. Thus we have had the development of 
suburban shopping centers and branch stores, as retailers ha\'e tended to 
move closer to their customers. All in all these population shifts have had, 
and will continue to have, a very significant effect upon the location of mar- 
kets and the demand for various types of products. 

Age Distribution of the Population 

Significant changes have also been taking place in the distribution of the 
population by age groups. Between 1920 and 1950, the median age of the 
population increased from 25.3 to 30.2 years. Due to advances in medical 
science and care, people are living longer and the average age of the popula- 
tion will continue to increase in the long run. For the present, however, the 
low birth rate of the thirties coupled with the high rate of the forties and 
fifties has resulted in the stabilization of the median age, an interruption 
of the long-run trend. 

Of particular significance to'marketing arc the changes in the composition 
of the various age groups. Between 1950 and 1958, the total population in- 
creased by about 15 per cent, but the age group of five to thirteen years 
increased by 40 per cent. The next highest gains were obtained in the four- 
teen to seventeen group, about 26 per cent, and in the sixty-five and over 
group which increased by 23 per cent. The number of people between 
eighteen and thirty-four years actually showed a decline.” Projecting the 
population figures into the future, we find that the fourteen to seventeen 
age group is expected to increase by about 50 per cent by 1970 compared 
with 1957, and the eighteen to twenty-four group by about two thirds. The 
gains in the sixty-five and* over group will continue at least until 1980, at 
which time there may be a temporary leveling off.^* 

ITicre arc obvious implications for marketing in these figures. More at- 

Current Population Reports^ op.cit.. Series P-25, No. 193, Febniary 11, 1959. 

Current Population Reports, op.cit.. Scries P 25, No. 187, November 10, 1958. 
See also Philip M. Hauser, op.cit., p. 6. 
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tention is being, and will be, paid to the over sixty-five market and to the 
needs of retired people. At the same time, assuming the continuance of the 
birth rate level of recent years, the subteen and early teenage market will 
continue to be a very important one. Of greatest interest is the fact that, 
beginning in the middle sixties, there will be a substantial increase in the 
rate of new family formation, as those born in the forties reach adult status 
and marry. This should result in a large demand for housing, furniture and 
furnishings, and all of the other goods and services required for establishing 
a household. All of this assumes, of course, that our technology and labor 
productivity will continue to make advances so that there will be available 
employment at high rates of pay for these new entrants into the labor force, 
lliere is every reason to assume that this will be the case. In fact, during 
the past 150 years, countries with the most rapidly growing populations have 
had also such great advances in technology that their per capita incomes 
have risen steadily.^® 


Nuniljer and Size of Households 

llic discussion of population thus far has been mostly concerned with 
individuals. Since many products arc purchased and used by households, 


Table 5-? 

Estimated Number of Households for the United States, 
Rates of Growth, and Population per Household, Selected Years 


Year 

Number of 
Households 
(in thousands) 

Per Cent Increase 
During Period 

Average 
Population 
per Household 

1900 

15,992 

_ 

4.63 

1910 

20,1 S 3 

16.2 

4.45 

1920 

24,467 

21.2 

4.24 

1930 

29,997 

22.6 

4.00 

1940 

35,153 

17.2 

3.66 

1950 

43.554 

23.9 

3.37 

1958 

50.402 

15.7 

3.35 


Source: Current Population Reports, op.dt.. Scries P-20, No. 92, Mnrch 5, 1959. 


rather than by individuals as such, it is important to consider briefly the 
number of households in the population. In Table 5-3, data are presented 

Everett E. Hagen, “Population and Economic Growth,'* American Economic Re- 
view, June 1959, p. 326. 
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showing changes in the number of households during recent years. It is 
evident that the number of households, which includes both families and 
individuals living alone, has been increasing more rapidly than the popula- 
tion in general and that the average size of household has been declining. 
For example, between 1940 and 1950, although population increased only 
14.5 per cent (see Table 5*1), the number of households increased 23.9 per 
cent. Similar results arc evident for the other periods. 

Several conclusions can be drawn regarding the effects of these trends 
on markets. The decreasing size of the family presumably has been one of 
the factors responsible for the movement toward smaller houses, which require 
less furniture and other similar items. However, the average size of younger 
families appears to be increasing— the evidence is in the higher birth rate 
of recent years— and there are definite indications of a movement back toward 
larger houses. Moreover, with households being established at a more rapid 
rate than would be indicated merely by the growth in population, the market 
for items for which the family is the consuming unit— such as furniture and 
other consumer durables— is probably increasing more rapidly than is the 
market for many items for which the individual is the consuming unit. 

At present the rate of new household formation is declining and is ex- 
pected to continue to do so until 1965. The sharp increase that will take 
place after that date, however, will bring the total number of households 
in 1975 to an estimated 64 to 69 million, with the significance to marketing 
that has already been mentioned. During this period, the average size of 
household is not likely to be a significant marketing factor. It will probably 
hold approximately at present levels. Apparently, the greater number of 
older people, which results automatically in an increase in small households, 
will offset for some time the greater number of larger families brought about 
by the higher birth rate. In addition, there is a tendency at present for older 
people to maintain their own households rather than to live with their chil- 
dren as was once the case. Finally, the anticipated high rate of new family 
formation after 1965 should result in an increase in the number of house- 
holds and in a reduction of the average size of family, at least for a time. 

INCOME AND ITS DISTRIBUTION 

People alone do not make a market. This is evident when wc think of 
the many areas of the world with large populations which do not constitute 
an effective market for consumer goods and services because of a lack of 
purchasing power. Thus the businessman with goods to sell is even more 
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interested in the amount of income that people have in his market area than 
he is in the number of people. 


Total Income 

Personal income in the United States, that is, the income received by 
persons from all sources, has increased greatly in recent years. At the same 
time, tax payments to government have also increased substantially. When 
tax and nontax payments to government are subtracted from personal income, 
the result is called “disposable personal income.” This is the amount of 
money that people have available for the purchase of consumer goods and 
services. A certain amount of this disposable personal income ordinarily is 
saved. The balance is spent for goods and services and is designated as “per- 
sonal consumption expenditures.” 

Information is given in Table 5-4 showing personal income, disposable 
personal income, and personal consumption expenditures for certain years 


Table 5-4 

Personal Income, Disposable Penonal Income, 
and Personal Consumption Expenditures for the 
United States, Selected Years 
(in billions of dollars) 




Disposable 

Personal 


Personal 

Personal 

Consumption 

Year 

Income 

Income 

Expenditures 

1929 

85.8 

83.1 

79 0 

1933 

47.2 

45.7 

46.4 

1937 

7^.9 

71.0 

67.3 

19*40 

78.7 

76.1 

71.9 

19*43 

151.4 

133.5 


1947 

191.6 


165.4 

1949 

208.3 

189.7 

181.2 

1951 

256.7 


209.8 

1953 

288.3 

252.5 

232.6 

1955 

310.2 

274.4 

256.9 

1957 

351.4 


285.2 

1958 


317.9 

293.5 

1959 

383.3 

337.3 

313.8 


Source: Survey of Current Bttsiness, U.S. Department of Commerce, July 1960, p. 10. 

since 1929. Since total retail sales volume and the retail sales for many cate- 
gories of products correlate closely with disposable personal income, let us 
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look briefly at this series. The increase in disposable personal income between 
1929 and 1959 is more than 300 per cent. The increase in real income, how- 
ever, as shown in Figure 5-1, is not that great. Part of the increase has been 
caused by a decline in the purchasing power of the dollar. Taking this factor 
into account, the real increase in disposable personal income between these 
two years is about 130 per cent. This latter figure indicates more accurately 



Source: Data from Survey of Current Business, July 1960, p. 10. 


Figure 5-1. Disposable Personal Income for the United States in Cunent 
and (Constant (1954) Dollars, 1929-1959. 

the real change in disposable personal income between 1929 and 1959, but 
even this represents a substantial increase. 


Geographical Distribution 

The average income per person in the United States in 1959 was $2,166. 
There are substantial differences, however, in the average incomes from one 
geographic region to another. Figure 5-2 shows the per capita incomes for 
each state in 1959. Thus it is evident that certain regions of the country 
constitute better markets than do other regions. It is often the case that 
the more heavily populated areas of the country also have the highest per 
capita income. These areas represent then the prime markets for consumer 
goods and services. 

Some changes in these markets are taking place, however. We have pre- 
viously noted the changing geographical distribution of population. In the 
same way, the rate of increase in incomes in recent years— although not 
necessarily the absolute increase in dollar amounts— has been greater in the 
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low income regions. Between 1929 and 1957, for example, the increase in 
per capita personal income for twelve southern and southeastern states 
amounted to 288 per cent and for four southwestern states to 270 per cent 
compared with an increase for the entire United States of 188 per cent.^* 


Personal Distribution of Income 

In 1959 the median income for all consumer units, consisting of families 
and unattached individuals, was approximately $5,300 before federal income 
taxes, while the mean income was $6,520.“ Table 5-5 shows the average 

Table 5-5 

Average (Mean) Income of Consumer Units in the United States 
Before and After Federal Income Taxes, in Cunent Dollars 
and in Constant Dollars, Selected Years 


Income Income 

Before Taxes After Taxes 


Year 

In Current 
Dollars 

In 1959 
Dollars 

In Current 
Dollars 

In 1959 
Dollars 

1929 

2,340 

4,100 

2.320 

4.070 

1947 

4.130 . 

5,290 

3,720 

4,770 

1950 

4,440 

5,340 

4,070 

4,890 

1953 

5,390 

5,900 

4,810 

5,260 

1956 

6,010 

6.370 

3,400 

5,730 

1958 

6,260 

6,330 

5,650 

5,710 

1959 

6,520 

6,520 

5,880 

5,880 

Per Cent Increase 

1959 over 1929 

179 

59 

153 

44 

Per Cent Increase 

1959 over 1947 

58 

23 

58 

23 


Source: Survey of Current Business ^ April 1960, p. 9; percentages computed by the 
writers. 


(mean) incomes for all consumer units for various years, both before and 
after federal income taxes. It will be noted that the increase in the average 
income that took place between 1947 and 1959 was a substantial 58 per cent. 
The increase in real purchasing power, however, was only 23 ptr cent. Like- 

See U.S. Income and Output (Washington, D.C.: U.S. Department of Commerce, 
1958), p. 33. 

“Selma F. Goldsmith, “Size Distribution of Personal Income, 1956-59,“ Survey of 
Current Business, April 1960, p. 8. 
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wise, the increase in average income in current dollars between 1929 and 
1959 amounted to a great deal more than the increase when measured in 
purchasing power— 179 per cent as compared with 59 per cent. When dif- 
ferences in federal income tax are taken into account, the increase in real 
purchasing power for nongovernmental goods and services is only 44 per cent. 
Nevertheless, this represents a substantial gain in market opportunity. 

Of even greater importance than the increase in average income is its 
distribution. 'I’hc data in Table 5-6 show that the income gains that have 

Table 5-6 

Income Distribution of Consumer Units in Constant Dollars 
for the United States by Number of Units and Per Cent 
of Total, Selected Years 


Annual Income 
in 1957 Dollars 
(before federal 
income taxes) 

Number of 
Consumer Units 
(in millions) 

Pet Cent of Total 
Consumer Units 

1929 

1947 

1957 

1929 

1947 

1957 

Under 2,000 

12.4 

8.0 

7.3 

34 

18 

14 

2,000-“^, 999 

14.0 

13.7 

12.1 

39 

31 

23 

4.000- '5, 999 

S.l 

11.5 

13.6 

14 

25 

25 

6,000-7,999 

1.7 

5.6 

9.6 

5 

12 

18 

8,000-9,999 

1.2 

2.5 

4.8 

3 

6 

9 

10,000 nnd over 

1.7 

3.4 

6.1 

5 

8 

11 

Total 

36.1 

44.7 

53.5 

100 

100 

100 


Source: U.S. Income and Output, op.cil., p. 45; Survey of Current Business, April 1958, 
p. 13; percentages for 1929 and 1947 computed b> Ihc writers. 

taken place since 1929 have been well di.stributcd and the lower income 
groups have benefitted a great deal. In 1929, 73 per cent of all consumer 
units had incomes of less tlian $4,000, measured in terms of 1957 dollars. 
By 1947, the comparable figure had dropped to 49 per cent, and in 1957 
it was only 37 per cent. Correspondingly, in 1957, 43 per cent of consumer 
units had incomes between $4,000 and $8,000 compared with only 29 per 
cent in 1929. 

Tlius there has been a significant increase in the middle income group 
in recent years, not only relatively but al absolutely because of the large 
increase in the number of consumer units. The mass market of the twenties 
and thirties consisted of the 26 million families (see Table 5-6) in the lower 
income groups— those with incomes of less than $4,000 in 1957 equivalent 
dollars. ITie mass market of the present consists of the 28 millioit families 
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•The figure for 1929 is for tobacco only. 

Source: 1929 and 1937 data from National Income: 1954 Edition (Washington, D.C.: U.S. Department of Commerce, 1954), pp. 206, 
208; 1947 and 1957 data from U.S. Income and Output, op.cit., pp. 150-2. Percentages computed by the writers. 
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with incomes of $4,000 to $10,000, and the mass market of the seventies is 
expected to consist of families with a considerably higher income, on the 
average perhaps as much as $7,500 in 1957 dollars.^® The outstanding de- 
velopment during recent decades with respect to income, then, is the emer- 
gence of a large middle income group. Moreover, the income level of this 
group is sufficiently high that it has a great deal of flexibility in its spending 
patterns, as will be seen in the following section. 

CONSUMER EXPENDITURES 

The Expenditure Pattern for the Economy 

Although it is not possible in the space available to analyze consumption 
expenditures in detail, information is presented in Table 5-7 for broad cate- 
gories of goods and services for selected years. The data on total personal 
consumption expenditures in 1 able 5-4 indicated the great increase that has 
taken place in the past three decades, although much of the increase, of 
course, is due to the rise in the general price level. Table 5-7 shows the break- 
down of personal consumption expenditures not only in actual dollars spent 
but also in percentages of total expenditures. I’hus it is possible to see the 
general spending pattern for the economy as a whole, as well as changes in 
that pattern. 

Probably the most definite and consistent trends shown by the percentage 
figures arc the increases in expenditures for automobiles and their operation 
(user-operated transportation) and for private ediieation. The proportionate 
expenditure for medical care also was considerably higher in 1957 than for 
the other three years. At the same time, the relative cxpcijditures for clothing 
and accessories and for public transportation (other transportation in the 
table) have shown a rather consistent downward trend, and those for food 
and alcoholic beverages were lower in 1957 than for previous years.^^ The 
expenditures for housing ha\'c shown considerable fluctuation as a result of 
wartime controls and postwar materials shortages, but as of 1957 they were 
regaining their prewar level. Actually, the data in Table 5-7 show a fair de- 
gree of stability in consumer expenditure patterns, more than one might 
expect considering the great social changes that have taken place during the 
period. 

18 See, for example, ‘The Decade of the ‘Discretionary' Dollar,” Fortune, June 1959, 
pp. 136-8ff. 

17 The lower 1957 figure for the classification, alcoholic beverages and tobacco, is due 
to a decrease in proportionate expenditures for alcoholic beverages rather than for tobacco. 
Note that the 1929 figure excludes alcoholic beverages. 
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® The term “families” includes both family units and single consumers. 

Source: Adapted and computed from Study of Consumer Expenditures, Incomes and Savings (Philadelphia: University of Pennsylvania, 
1957), Vol. 18, pp. 2-3. 
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Household Expenditure Patterns 

The data for the economy give some idea of the market for various 
categories of products. The marketing executive, however, is interested in 
further breakdowns that will show him more specifically the detailed char- 
acteristics of his market and the factors that help to determine consumer 
expenditures. Several studies have been made that accomplish these purposes, 
at least in part. The most recent and comprehensive are the Study of Con- 
sumer Expenditures, Incomes and Savings of the University of Pennsylvania, 
based on data gathered by the Bureau of Labor Statistics as of 1950, and the 
Study of Consumer Expenditures of Life magazine, which is based on a 
sample survey made in 1956.’'* 'llic 1950 study included only urban residents, 
but the Life study includes both urban and rural households. 

Effect of Income on Expenditures. The expenditures of consumers for 
specific goods and services vary according to their incomes, the region and 
size of city in which they live, the size and composition of the family, occu- 
pation, educaHf"^j and race. The most important characteristic affecting con- 
sumption is generally believed to be income, although some questions have 
been raised in this regard.^® Expenditure data for 1950, classified according 
to income levels, arc shown in Table 5-8. Although there are exceptions, 
which will be noted by studying the table, ir general the data show that a 
smaller proportion of the total expenditures of higher income groups is made 
for food and housing and a larger proportion for clothing, transportation, 
and recreation. For household operation (which includes heat, utilities, fur- 
nishings, equipment, and other similar items), the lowest and the highest 
income groups spend the largest proportions, whereas the middle income 
groups do not show much variation in percentages of expenditures. It should 
be understood, of course, that the higher the income group the greater is 
the absolute amount spent for any category of goods and services. 

The Life study of 1956, the results of which with respect to income are 
presented in 'Fable 5-9, shows somewhat similar results but indicates a 

*®The basic data of the 1950 study have been compiled in 18 volumes under the 
general title Study of Consumer Expenditures, Incomes and Savings (Philadelphia: Univer- 
sity of Pennsylvania, 1957). Earlier compilations of some of these 1950 data were re- 
ported in Family Income, Expenditures, and Savings in 1950, Bull. No 1097, revised 
(Washington, D.C.: Bureau of Labor Statistics, June 1953). A portion of the data from 
the Life study was published in four volumes and numerous other releases by Time, Inc., 
during 1957 and 1958. Earlier studies of considerable interest and value include Consumer 
Expenditures in the United States, Estimates for 1935-36, (Washington, D.C.: National 
Resources Committee, 1939), and Family Spending and Saving in Wartime, Bull. No. 822 
^Washington, D.C.: Bureau of Labor Statistics, 1945). 

See Robert Feiber, “Our Changing Consumer Market," Business Horizons, Spring 
1958, csp. pp. 55-61. 
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•Includes life insurance premiums and nonmedical professional services. 

Source: Adapted with permission from the Life Study of Consumer Expenditures, Vol. I, Time, Inc., 1957, pp. 17, 20. 
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greater homogeneity of spending pattern. The higher income groups spend 
less proportionately for food and more for home furnishings and equipment. 
Otherwise, the spending patterns of the high income groups, especially in 
comparison with middle income families, do not show substantial differences. 
Of course, the income groupings are somewhat different in the two studies, 
and careful comparisons are difficult to make. It does appear, however, that 
different income groups buy about the same proportion of the various goods 
and services, although it is obviously the case that those with lower incomes 
must buy lower priced products, e.g., Chevrolet automobiles rather than 
Cadillacs. 

Effect of Other Factors on Expenditures. It is undoubtedly very difficult 
to separate the effects of income on consumer expenditures from the effects 
of other factors such as education, stage of the life cycle of the family, and 
place of residence. However, the Life study does include certain analyses 
which attempt to eliminate the effect of income, and the results indicate 
that these latter factors are of considerable importance in determining con- 
sumer spending patterns. The following represent some of the more sig- 
nificant confh.i'ons: 

1. The better educated spend proportionately less on food and more 
on clothing and housing. 

2. Households composed of older persons spend proportionately more 
on food and less on automobiles. 

3. Families with children spend relatively larger amounts on food, while 
those with teenage children have higher expenditures for clothing than do 
those with younger cliildrcn. Families with teenage children have the lowest 
relative expenditure for housing. 

4. Households living in central cities spend proportionately more on 
clothing than do suburban dwellers. 

5. Families living in metropolitan areas have relatively higher expendi- 
tures for food, clothing, and housing but lower expenditures for automobile 
transportation. 

6. Families living in the Northeast spend proportionately more for food 
and clothing but less on automobiles, while those living in the West have 
the highest relative expenditure for automobiles but the lowest for food of 
any region. 

20 See Life Study of Consumer Expenditures, Vol. I, Time, Inc., 1957; Richard H. 
Ostheimer, “Who Buys What?— Li/c's Study of Consumer Expenditures,” Journal of 
Marketing, January 1958, pp. 26+-9; also Ostheimer, “The Life Study of Consumer Ex- 
penditures; Its Implications About Future Markets,” in W. David Robbins, (ed.), Suc- 
cessful Marketing At Home and Abroad (Chicago: American Marketing Association, 1958), 
pp. 273-7. 
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As a result of facts such as these, it has been concluded by some who 
have studied the Life data closely that income is no longer the principal de- 
termining factor in consumer expenditure patterns. Average income has 
increased in recent years, as has already been noted, and moreover it has 
become more widely diffused. Accordingly, expenditure patterns are as likely 
to depend substantially upon amount of education, stage of the life cycle, 
place of residence, and similar factors, as upon income. 

Expenditure for Specific Products. The data obtained in the two expendi- 
ture studies that have been discussed here is quite voluminous and contains 
a great deal of infomiation about specific products. It is not possible to 
present detailed conclusions, but the following are illustrative of the type 
of information that is available and of interest to marketing executives: 

1. An unusually high proportion of the sales of drugs are made to people 
with incomes of less than $5,000. Presumably the reason lies partly in the 
fact that older people, especially those who arc retired, arc likely to be in 
the lower income groups. 

2. Sporting goods, more than any other item, seem to be sold to a luxury 
market. ITie 30 per cent of the families with incomes under $3,000 incurred 
almost 14 per cent of total expenditures but made only 5 per cent of the 
purchases of sporting goods. On the other hand, 6 per cent of the families 
had incomes in excess of $10,000, incurred 14 per cent of total expenditures, 
but made 29 per cent of the purchases of sporting goods. 

3. Persons residing in the southern part of the country spend more for 
carbonated beverages and cosmetics than do those living in other regions. 

4. Persons residing in the West spend more for cameras and photography 
and for sporting goods but relatively less for personal insurance than do 
residents of other areas. 

5. Low income groups purchase relatively large shares of canned soups 
and coffee whereas high income groups purchase relatively large shares of 
frozen fruits and juices. 

6. Negroes spend relatively more for clothing and personal care than do 
members of other races. 

Conclusions. Many factors influence consumer spending, and it is evident 
that the trends in population movement and in income distribution presented 
in the previous sections have had important effects upon expenditure patterns. 
But other factors also influence spending and it is not necessarily easy to 

21 See Irwin Friend and Irving B. Kravis, “New Light on the Consumer Market,” 
Harvard Business Review, January-February 1957, pp. 110-2. 
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determine what the net effect of these factors will be in the future. For 
example, the long-run declining trend in proportional expenditures for cloth- 
ing may well be reversed in the future as the larger number of families with 
subteenage children reach the teenage stage of the life cycle. On the other 
hand, the tendency of this latter group to spend more proportionately for 
clothing may be offset to some extent by a continuation of the population 
movement to the suburbs. Families at this stage of the life cycle are more 
likely to live in the suburbs, and suburban residents spend less for clothing 
than do residents of the central cities. 

Actually, both of the studies cited here point out that the dominant im- 
pression obtained from the data is the growing homogeneity of the American 
market. Consumers are becoming more and more alike in their spending 
habits regardless of location, occupation, race, or income. During the 1930s, 
marketing men spoke of a lower-half market and an upper-half market. The 
changes in the distribution of income that have taken place since that time 
have resulted in a more uniform, more homogeneous market. There are still 
differences in markets of significance to the business executive, but more and 
more he must base his marketing plans on the assumption that the market 
for consumer goods is a universal one and that virtually every family is a 
potential purchaser of his product. 


QUESTIONS FOR DISCUSSION 

1. Forecasting is at best a hazardous occupation, but, on the basis of the informa- 
tion contained in this chapter and assuming a peacetime economy with normal 
growth, what developments would you expect between 1965 and 1975 with 
respect to the markets for (a) automobiles, (b) gasoline, (c) women's shoes, 
(d) golf clubs, (c) automatic dishwashers, and (f) power lawnmowers? Why? 

2. Study the percentage figures in Table 5-7 and forecast what you think the cor- 
responding figures will be in 1967. Explain your reasoning. 

3. Engel's laws of consumption may be paraphrased somewhat as follows: that 
the greater the income of a family the smaller will be the proportion of its 
expenditures for food and the greater will be the proportion of its expenditures 
for sundries — education, recreation, and the like. The proportion of expendi- 
tures for clothing, housing, and utilities remains constant regardless of income. 
Do the data in Tables 5-8 and 5-9 tend to verify Engel's laws? If possible, read 
also the Loeb article cited below. 
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CONSUMER BEHAVIOR AND 
MOTIVATION 


Although the business executive must know the basic facts about the 
character and location of the consumer market, this should be only the be- 
ginning of his study of the consumer. He must know the reactions of con- 
sumers to his specific product, for that is what he is trying to sell. Regardless 
of how gteat may be the increase in population, income, and consumer ex- 
penditures over a period of time, there are always products for which con- 
sumer demand is declining and other products for which it is increasing. 
For example, between 1948 and 1958, the sale of natural soap fell by almost 
60 per cent while the sale of synthetic detergents rose by about 450 per cent; 
canned fruit juices declined by some 30 per cent and canned fruits and 
vegetables increased by 30 to 40 per cent while frozen foods increased by 
more than 200 per cent; woolen goods were replaced in part by products 
made of synthetic fibers; and the sale of electric shavers, home tape re- 
corders, food disposals, automatic coffee makers, and television receivers rose 
by amounts ranging from 250 to 600 per cent.^ These changes of course are 
easily explained. New products arc constantly being introduced into the 
economy, and consumers respond by buying those which fill a need or want, 
often reducing purchases of the older substitute products in the process. But 
the manufacturer of clocks might be somewhat at a loss to explain why his 
market declined by some 20 pci cent during this same 1948-58 period. 

I'hus the business executive desires answers to many questions. What 
product or products is the consumer buying? What motivates the consumer 
actually to make a purchase? How does ‘ c approach the buying problem? 
What information does he want before making a specific decision? Why 

1 Francis L. Hirt. ''Recent Experiences of Growth Products,” Survey of Current Busi- 
ness. May 1959, pp. 20-5; sec also "Postwar Growth in Products, Services,” Business Week, 
June 27, 1959, pp. 102, 104. 
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does the consumer select a given brand of product in preference to another 
of apparently equal quality? And why at a later date does he completely 
reverse the process and begin to purchase the neglected item? Will the con- 
sumer be more likely to purchase the item in a supermarket or in a drug 
store? Why does he patronize a given retail store in preference to any one 
of several competitors? And many others. 

There are really two problems involved in the study of consumer be- 
havior. The first is to determine what that behavior is, to find out the prod- 
ucts and brands that the consumer is actually buying. The second is con- 
cerned with the why of consumer behavior, why consumers do act as they do. 

The first problem is definitely the easier one to solve. The firm's own 
sales records give some of the answers to the question of what the consumer 
is doing. Additional information can be obtained through consumer surveys, 
store audits, brand preference studies, and other types of market research.® 
At the same time, determination of what the consumer is doing is the more 
basic of the two problems. This fact is sometimes overlooked in our modern- 
day effort to answer the 'Vhy” question. Important though the latter is, the 
first requirement in the study of consumer behavior is to know what it is.® 

Marketing men for many years have been attempting to understand and 
interpret consumer behavior, but in recent years they have greatly increased 
their efforts to explain why consumers act as they do and what influences 
behavior. Obviously a knowledge of consumer attitudes and motivations is 
valuable and has many uses. Advertising and sales promotional efforts can 
be more properly directed. Adverse consumption trends may be remedied if 
the cause is kngwn. But such 'knowledge is useful mainly in attempting to 
predict what consumers will do. The prediction of consumer behavior is a 
most difficult problem to solve, and to accomplish it, even to a slight degree, 
requires as much knowledge as possible about consumer motivation. Before 
proceeding further with this discussion, however, it is desirable to define 
certain terms and to examine briefly the traditional classification of buying 
motives. 


TYPES OF BUYING MOTIVES 

In an effort to provide a framework for the analysis of consumer behavior 
and motivation, marketing students have attempted to distin^ish between 
certain types of buying motives. Thus those influences which lead a con- 
sumer to choose one product in preference to another are calkd ‘‘product" 


2 Market research will be discussed in Chap. 24. 
^Cost and Profit Outlook, January 1958, p. 1. 
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motives, whereas the considerations that cause him to buy at a particular 
retail store are called ''patronage'' motives. In addition, these motives have 
been further classified according to whether the influences and considerations 
are "emotional" in nature or "rational." 

Product Motives 

Product buying motives include all the influences and reasons that cause 
a consumer to purchase a given product in preference to another. "Primary" 
product motives are those which lead a consumer to the purchase of a gen- 
eral type or class of product, whereas "selective" motives determine whieh 
brand or specific item will be purchased from the general class. 

At any given time, consumers are confronted with a variety of wants. A 
typical housewife may desire a new mechanical refrigerator, a clothes dryer, 
and dining room furniture. At the same time, her husband talks about buying 
a motor boat. Because of limitations of income, only one or two of these 
products can be purchased at the present time. The factors that finally cause 
this family tx decide on the mechanical refrigerator may be designated as 
primary buying motives. 

Once it is settled that the refrigerator is the item to be purchased, addi- 
tional decisions must be made. Which brand will give the greatest satisfaction? 
What about the size? Which model? What is desirable in the way of special 
features? The answers to these questions will be determined according to 
the impact of various selective buying motives. 


Patronage Motives 

Those considerations which lead the consumer to purchase goods at a 
certain store are known as "patronage" buying moti/es. Tliere are a great 
many reasons why consumers choose the retail outlets that they do. F’or 
some people, price is a very important factor in making this choice. Other 
persons may knowingly bypass the store with the lowest prices and choose 
an outlet that has a reputation for rendering unusually good service or for 
carrying a particular quality of merchandise. 

Convenience of location is an important patronage motive for most mer- 
'diandise and is of particular importance in the case of convenience goods 
for which the unit price is low and the demand for the product immediate. 
I'he single package buyer of cigarettes, for example, usually purchases from 
the most conveniently located dealer, regardless of the small difference in 
price that may exist in comparison with a more inconveniently located outlet. 



114 Principles of Marketing 

The reputation of the store may be an important patronage motive in 
'Some instances. A women's ready-to-wear shop may have a reputation for 
exclusiveness and for carrying the latest fashions that will attract a certain 
type of clientele. Another store may carry wide assortments and attract shop- 
pers on this basis. 

It is very important that a retailer know something about patronage 
motives and, more specifically, how he can appeal to these motives to get 
consumers to enter his place of business. Although our knowledge of shopping 
behavior is somewhat limited, there are studies that indicate that the shopper 
tends more often than not to purchase a given item at the first store she 
enters. For example, Alderson and Sessions,^ a marketing and management 
consulting firm in Philadelphia, found that 87 per cent of minor purchases 
were made after visiting only one store. Even for consumer durable goods— 
automobiles, refrigerators, ranges, and washing machines were the specific 
items studied— almost 40 per cent of all purchases involved shopping at only 
one store.® And more than two thirds of such purchases were made after 
visiting only two stores. Moreover, a survey of shopping attitudes conducted 
by the Survey Research Center of the University of Michigan indicated that 
less than half of the persons interviewed liked to shop around carefully and 
actually did so before making a purchase. Almost 40 per cent of respondents, 
on the other hand, indicated that they did not like to shop and that they 
made up their minds quickly regarding a purchase.® 

It is thus evident that the retailer should have a great interest in patronage 
buying motives. He needs to know why consumers do select one store in 
preference to another so thaf he may operate his store in a way that will 
appeal to those motives. Once the consumer has entered his store, the re- 
tailer has a very good chance to make the sale. In addition, the manufacturer 
has an interest in patronage motives and an even greater interest in product 
motives. Since many consumers do little shopping, buying decisions favorable 
to a given product apparently are made in a great many instances prior to 
entering the place of business of the retail dealer. If the manufacturer can 
learn what causes the consumer to buy certain products in preference to 
others, he can adapt his product and his sales program to these consumer 

*Now Alderson Associates, Inc. 

® For automobiles the figute was 48 per cent and for washing machines 50 per cent. 
See Michael Tlalbert, “Empirical Research in Consumer Shopping and Motivation," The 
Marketing Revolution, Proceedings of the Thirty-seventh National Conference of the 
American Marketing Association, December 1955, p. 20. 

®TTie remainder took an intermediate position. Tliey shopped to some extent and 
often the amount of shopping depended upon certain factors. See George Katona and 
Eva Mueller, “A Study of Purchase Decisions," in Lincoln H Clark (ed.), Consumer 
Behavior (New York; New York University Press, 1954), p. 62. 
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desires. The product will be presold, the consumer having made his buying 
decision in advance of actual purchase. Shopping will be eliminated and the 
only remaining sales problem will be to direct the purchaser to a dealer that 
handles the product. However, merely classifying buying motives, as we have 
done here, does little to solve the problem of either the manufacturer or the 
retailer in determining consumer motivation. Additional information is 
necessary. 


Emotional and Rational Motives 

Marketing students, especially those interested in advertising, have formu- 
lated a number of lists of buying motives.^ Many of these start with the basic 
physiological and psychological needs such as appetite, hunger, sex attrac- 
tion, parental affection, and approval by others. Most of these basic drives, 
however, are too general in nature to explain a specific buying situation. For 
example, the marketing analyst can hardly explain in a meaningful way the 
purchase of a package of X brand of bacon on the basis solely of the con- 
sumer s general need for food. Many products will fulfill the need for food. 
The business executive wants to know why consumers select certain types of 
food in preference to others, why they prefer one brand in relation to an- 
other, and how to appeal to these specific buying motives. 

Accordingly, more detailed lists of buying motives have been made in 
an effort to determine the specific factors affecting consumer behavior. As 
a general rule, these motives have been classified into two categories: emo- 
tional motives and rational motives. The distinction between emotional and 
rational motives applies, of course, to both the product and patronage motives 
discussed above. However, most classifications have emphasized this distinc- 
tion with respect to product motives much more than they have with respect 
to patronage motives. 

It is not necessary to present here a complete listing of all these influences 
on consumer behavior, which might run to several hundred items. The fol- 
lowing, however, indicate the general nature of those motives usually desig- 
nated as emotional: 

1. Emulation, which is the tendency to imitate others and thus, for ex- 
ample, to buy a new car because all of the neighbors seem to have one. 

^ Pioneer work in this field was done by Melvin T. Copeland in his Principles of 
Merchandising, 1924. For a listing of Copeland’s buying motives, as well as those of other 
writers, see Malcolm P. McNair and Harry L. Hansen, Readings in Marketing, 1st cd. 
(New York: McOraw-Hill, 1949), pp. S8-61 ^ 
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2. Conformity or the desire to be like others. The sale of fashion mer- 
chandise is dependent to a large degree on this desire for conformity. 

3. Individuality or distinctiveness, which are the opposite of emulation 
and conformity. Thus some people may take pride in having an unusual house, 
different from any other in the community. 

4. The desire for comfort. Many products are purchased primarily because 
of this motive; they range from lounge chairs to automatic dishwashers and 
air conditioners. 

5. The desire for pleasure and recreation. 

6. Ambition, pride, and the desire for prestige. 

Rational motives, on the other hand, are usually designated as follows: 

1. Economy in purchase and in operation. 

2. Efficiency in operation. 

3. Dependability in use and in quality. 

4. Durability of the product. 

5. Convenience in the use of the product or in the purchase of the 
product. 

6. Money gain or the enhancement of earnings. 

An examination of these two lists may well result in raising the question 
of whether the distinction between emotional and rational buying motives 
is either meaningful or useful. The desire for comfort is said to be emotional 
in origin whereas convenience; is rational. Ambition is emotional while the 
desire for money gain is rational. Tliese arc close distinctions and it is not 
hard to think of numerous examples of buying behavior in which it would be 
very difficult to distinguish between rational and emotional motives." This is 
particularly true since the word “emotionar' is often used in a context as 
synonymous with ‘'irrational."' 

No doubt, the purchase of a new dress, or of a fur coat, or of a new 
automobile, often is largely stimulated by emotional motives. But who is to 
say that the result did not achieve a perfectly rational goal? Who knows 
when the career of a young professional man may be enhanced by the fact 
that his wife is acceptably dressed for a social function? Or, the fact that 
he drives a certain make of car or belongs to a certain club may indicate to 
prospective clients that he is an acceptable person with whom to do business. 
Reasoning of this type, of course, may merely constitute the rationalization 

«See, for example, Harry L. Hansen, Marketing: Text, Cases, and Readings (Home- 
wood, 111.: Irwin, 1956), pp. 28-31. 
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for an emotional action, but it serves to emphasize the fact that there is 
no clear distinction between the rational and the emotional. Consumer be- 
havior cannot be so easily classified. 

Nevertheless, marketing students will no doubt continue to discuss the 
rational aspects and the emotional aspects of consumer behavior. There is 
considerable controversy over the type of selling appeal that should be used 
for a given product under given conditions. How much attention should be 
paid to rational motives and how much to emotional motives? In this con- 
nection, Edward C. Bursk advances an hypothesis that deserves a great deal 
of consideration. He defines rational reasons for buying as those which are 
self-approved, that is, right and reasonable for the particular individual in a 
particular social situation. Irrational reasons are those which are not self- 
approved and socially acceptable. 'Ihus a buyer '*just feels some reasons are 
‘all right' for him, and others are not." ** In this case, the important thing 
for the seller to remember is that he must give the buyer what he will con- 
ceive to be a rational reason for the purchase. The real reason for buying 
may be an irrational and unconscious one, and the buyer may desire the 
product vci ;• much for this reason. But the sale will not be made until the 
seller has advanced a reason for purchase that appeals to the buyer as a 
rational one. 

DELIBERATION IN CONSUMER BEHAVIOR 

Even if it is not possible to make definitive distinctions between rational 
and emotional consumer behavior, perhaps we should not be too greatly 
concerned. The marketing executive would be aided a great deal in his 
efforts to serve the consumer if he only had more specific information as to 
how the consumer approaches a buying situation. There is not a great deal 
of information on this subject, but one aspect of the problem has been 
studied to a greater extent than have the others. I’his is the degree to which 
the purchase decision is carefully weighed, the extent to which deliberation 
takes place. 

In one study of supennarket shoppers, it was found that 48 per cent of all 
items bought were purchased without any previous plan. Twenty-nine per 
cent of the purchases were specifically planned and 21 per cent were planned 
in a general way.^® Another study of food shoppers concluded that only 46 
per cent of the purchases actually made were anticipated, the remainder being 

» Edward C. Bursk, “Opportunities for Persuasion,” Harvard Business Review, Septem- 
ber-October 1958, p. 114. 

Latest Facts About Today*s Shopper in Supermarkets (Wilmington: I. du Pont 

de Nemours and Company, 1954), p. 7. ^ 
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classified as impulse purchases, that is, decisions made in the store.^^ A third 
study, this one involving Canadian consumers, found that 43.5 per cent of 
all food store purchases were made on impulse. Corresponding percentages 
for other retail outlets were 41.5 for variety stores, 33.6 for department stores, 
and 26.6 for drug stores.'* 

The items studied here were, of course, of the type generally designated 
as convenience goods and of low unit value. Perhaps we should not expect 
too much deliberation about their purchase. On the other hand, a study by 
Robert Ferber found that almost 20 per cent of the purchases of consumer 
durable goods—including clothing, furniture, automobiles, and appliances— 
were bought on impulse, impulse buying being defined in this case as pur- 
chases that were unplanned and could have been postponed.'® Moreover, 
further study of the length of time of purchase plans for consumer durables 
indicated no plan at all for about one third of the purchases. Minor pur- 
chases were not planned in some 40 per cent of the cases; the figure for 
major purchases was 28 per cent.'^ 

One of the more intensive studies of deliberation in the purchase of 
consumer durables was made by the Survey Research Center of the University 
of Michigan in 1953. This study concludes ''that there were great differences 
among buyers and that many purchases were made in a state of ignorance, 
or at least indifference.'' The consumer durables studied were television 
sets, refrigerators, washing machines, and stoves. Purchases of sport shirts 
were also studied to provide a product of considerable contrast. With respect 
to the purchases of consumer durables, less than one fourth of the buyers 
were rated as careful buyers. •These people planned their purchases, sought 
infonnation, and considered and reconsidered alternatives, "llicy regarded 
the purchase of a household good as a problem that must be solved with 
care." Another group of buyers of about the same size exercised little or 
no care in their purchases. They did not deliberate about the purchase but 
made the decision quickly and without hesitation. They appeared to be indif- 
ferent and obtained little information. ITiey did not seem to have the motiva- 
tion to make the best possible choice. The remaining buyers were classified in 

James D. Shafter, *'The Influence of ‘Impulse Buying' or In-The-Store Decisions on 
Consumers' Food Purchases,” Journal of Farm Economics, May 1960, pp. 317-24. 

1* C. John West, “Result of Two Years of Study into Impulse Buying,” Journal of 
Marketing, January 1951, p. 363. 

1® Robert Ferber, “Factors Influencing Durable Goods Puichases,'' in Lincoln H. 
Clark (ed.). Consumer Behavior (New York: New York University Pres% 1955), Vol. II, 
p. 83. See also Ferber's monograph of the same title. University of Illinois Bull. No. 79. 

i^Jbid.,'p. 81. About 45 per cent of all the unplanned purchases involved clothing. 

1® George Katona and Eva Mueller, op.cit., p. 53. 

i«Ibzd. 
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an intermediate group. TTiey deliberated to some extent about the purchase 
but did not exercise the care of the very deliberate group. With respect to 
the purchases of sport shirts, even less deliberation was found than in the 
case of consumer durable goods. 

On the basis of these studies, it may be concluded that there is often 
little planning and deliberation in purchase decisions. It would appear that 
major purchases, including high unit value items, involve more planning and 
deliberation than minor purchases. This is of course entirely logical. What 
is surprising perhaps is that major purchases are so often made with little 
or no deliberation. This docs not necessarily mean, however, that the con- 
sumer is acting in a completely irrational manner. Wroe Alderson presents 
the point of view that ''rationality is in limited supply and needs to be 
economized like any other scarce factor.” Rationality is thus economized 
by the fact that many needs can be met by standardized, branded products 
which are quickly identifiable in the market place. 

This point of view is reinforced by George Katona as a result of the 
continuing studies of the Survey Research Center. He has concluded that 
most concum.i behavior is habitual behavior, that is, that the consumer acts 
as he does automatically and rather inflexibly from force of habit. Impulsive 
buying does take place but primarily with fairly equivalent products, small 
purchases, or an occasional luxury, that is, in situations when it is not really 
important.^® No doubt consumer bchavioi could be made more effective 
through greater deliberation and planning of purchases. But limitations of 
time, energy, and similar factors appear to preclude this possibility, at least 
for the present. It is important that the marketing executive realize these 
limitations and that he have as much information as possible about actual 
consumer behavior. He will then be in a better position to plan his market- 
ing strategy. 

THE PROBLEM OF CONSUMER MOTIVATION 

The research studies cited in the preceding section have been concerned 
primarily with the problem of consumer behavior, i.e., what consumers do 
and how they act. As stated in the opening paragraphs of this chapter, such 
information is basic and constitutes the starting point of consumer research. 
Tlie marketing executive, however, would like to know more than this. He 
would like to be able to predict the future actions of consumers. To do this, 

Cost and Profit Outlook, February 1953, p. 3. 

1® There is also a limited amount of problem-solving behavior involving extensive de- 
liberation and genuine decision making. See George Katona, The Powerful, Consumer 
(New York: McGraw-Hill, 1960), esp. Chaps. 9 and 14, > 
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he needs more information on consumer motivation, that is, the ‘"why" of 
consumer action. 

Tlie various classifications of buying motives do not help very much in 
attaining this objective. In the first place, they are more ‘'classifications of 
observed behavior rather than explanations of it.*' In the second place, as 
noted previously, they do not tell us which motives are really the influencing 
ones in a given buying situation. ITiis latter objection can be and is being 
overcome in part. A compilation has been made of some 600 buying motives, 
as revealed in marketing research studies, which have influenced consumers 
at some time for some products.®® By the use of machine tabulation the 
motives that have been important for a specific product, at least at some 
time, can be separated and listed. 

Nevertheless, the answers to the “why** question are not easily obtained. 
We know that there is a biological basis of human behavior and that there 
are basic drives that must be satisfied. But we also know that there is a social 
basis for human behavior. Basic needs may be satisfied in many ways and 
with a variety of products. Exactly how these needs will be translated into 
specific wants depends often upon group standards and mores as well as 
upon individual aspirations. Many of the influences affecting consumer be- 
havior are not understood by the individual consumer. He does not even 
realize that his actions are influenced by these forces. 'They lie in the realm 
of the subconscious rather than the conscious. 

There has been for many years a certain amount of research on consumer 
motivation performed by marketing students and practitioners. Much of it 
has been of the type that attempts to learn about buying motives either by 
observing consumers in action or by asking consumers why they buy certain 
products, what they like about one product in comparison with another, or 
why they purchase at a given retail store. Undoubtedly, this research has 
revealed more about economic motives than it has about psychological in- 
fluences, and in many cases it has failed to reveal the real motivation of the 
consumer. In recent years, marketing research practitioners have attempted 
to use the techniques of the psychologist to probe more deeply into the 
subconscious and to reveal buying influences that otherwise might not be 
uncovered. Apparently, this new form of motivation research has been used 
successfully in a number of instances, especially to determine why specific 
products have not sold well. Because of the businessman's concern with im- 
mediate operating problems, however, relatively little has been done to trans- 

10 Joseph W. Newman, “New Insight, New Progress, for Marketing,'' Harvard Busi- 
ness Review, November-December 1957, p. 98. 

20 The compilation has been made by C Joseph Clawson. Sec discussion in Cost and 
Profit Outlook, May-Junc 1958, p. 2. 
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late these scattered facts and impressions into general conclusions about con- 
sumer motivation. 

It is evident that much additional work needs to be done if we are to 
obtain any definitive answers to the question of why consumers behave as 
they do. I’he need for research has been pointed out by numerous writers, 
who have also specified many of the areas of knowledge about which we 
need in formation. It is not necessary here to attempt to point out all of 
these areas. It is sufficient to say that we must study in its entirety the sub- 
ject of human wants and how these wants may be satisfied in the market 
place. Wc must study both rational and irrational behavior. Wc must study 
group influences and social mores as well as individual reactions. And wc 
must continue to be aware of the economic forces and motives that affect 
the consumer. 

Tlic problems are many and complex. There are likely to be as many 
approaches to the subject as there are students of it. Tlie present tendency 
in the study of consumer motivation is for the marketing student and the 
businessman to join forces with the students of the behavioral sciences, espe- 
cially sociolog y, anthropology, and psychology. Buying and consumption are 
being studied as part of the general pattern of human behavior, the frame- 
work for study being supplied by the behavioral scientists. There is little 
doubt that this approach must be utilized if meaningful conclusions are to 
be obtained. At the same time a note of caution is necessary. In their en- 
thusiasm over the potentialities of new approaches, some marketing prac- 
titioners arc tending to confine their research on motivation to the sociological 
and psychological aspects. They have spent a great deal of time and money 
studying social status, ego identification, and sex imagery connected with 
products, but have neglected to study the motivational influence of common 
economic factors such as price, cost of upkeep and operation, and the like.®* 
Despite frequent statements to the contrary, it should not be assumed that 
economic man is completely extinct. 

Accordingly, a balanced research program is needed on the subject of 
consumer motivation, a program in which the behavioral sciences have an 
important but not exclusive role. A few examples may serve to illustrate the 
type of contribution that the behavioral sciences are making. Thus consider- 

See Joseph W. Newinan, op.cit., pp. 95-102. For a more complete exposition of 
Newman’s position, see Motivation Research anJ Marketing Management (Boston: Divi- 
.sion of Research, Graduate School of Business Administration, Harvard University, 1957). 
For additional ideas and a suggested framework of analysis, see Wroe Alderson, “Major 
Issues in Motivation Research,” in Robert L. Clcwett (ed.). Marketing's Role in Scientific 
Management (Chicago: American Marketing Association, 1957), pp. 271-81. See also 
Pierre Martineau, “It’s 'rime to Research the Consumer,” Harvard Business R^iew, July- 
August 1955, pp. 46-54. 

** See C. Joseph Clawson^ op cit. 
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able study is being devoted to the way in which the members of various 
social groups or classes react to products and to retail stores.®* As a result of 
such study, it is stated that members of the lower classes buy many things 
on impulse and that they want quantity rather than quality in their pur- 
chases. They also desire products that are '‘flashy” and that attract attention 
and are more interested in spending their limited incomes for automobiles 
and television sets than for better housing and home improvements. They 
tend to buy from the stores that offer the most lenient credit terms. Upper 
middle class people, on the other hand, desire prestige. They are more re- 
sponsive to quality considerations in merchandise and prefer to shop in 
stores where they are known. The lower class person is intimidated by some 
stores whereas the upper middle class shopper feels that certain stores are 
beneath her. Both look for stores in which they feci comfortable. 

Another group influence on consumer behavior is that exercised by friends 
and neighbors. Studies of the Survey Research Center have shown that more 
than half of the buyers of large household appliances obtained advice from 
acquaintances and purchased at least some of the same items as were owned 
by their friends. Other studies have shown an unusually high degree of owner- 
ship of particular products in certain residential areas. Not only do friends 
and neighbors tend to serve as sources of information and advice, but there 
is also a tendency for people to want to own items similar to those owned 
by other members of the group. "What our friends own we own too or shall 
own soon.” 

Such studies as these are attempting to determine specific influences on 
consumer behavior. They are. not concerned with efforts to classify buying 
motives as emotional or rational or in making value judgments regarding 
irrational behavior. The behavioral sciences, in fact, take "the view that an 
individual's behavior is purposeful and that his actions fii; together con- 
sistently in his scheme of things.”®* TTius behavior which may appear to 
others to be irrational is actually a rational pattern for the particular individual. 
The research problem, of course, is to find what influences this behavior 
pattern. In the meantime, however, marketing executives should consider 
seriously Wroe Alderson's advice that in the long run the seller should look 
upon the consumer as a rational person engaged in problem solving. "Ilius 
"marketing opportunity consists fundamentally in helping consumers to solve 

*3 The following discussion is barely suggestive of some of the conclusions reached. 
For more comprehensive statements, see Margaret C. Pirie, “An Anthropologist Looks 
at Marketing/' in Frederick E. May (ed.). Increasing Sales Efficiency, Michigan Business 
Papers No. 35 (Ann Arbor: Bureau of Business Research, University of Michigan, 1959), 
pp. 142-62; and Pierre Martincau, “The Pattern of Social Classes," in Marketing's Role 
in Scientific Management, op.cit, pp. 233-49. 

3* George Katona, op.cit., p. 158. 

3® Joseph W. Newman, op.cit., p, 100. 
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their problems rather than hoping to find a clever short cut in playing on 
the consumers' fears, weaknesses and suppressed desires/* And the consumer 
has many buying problems to solve, as will be seen in the next chapter. 


QUESTIONS FOR DISCUSSION 

1. The Survey Research Center for a number of years has interviewed samples of 
consumers regarding tlicir buying intentions with respect to consumer durable 
goods and has then reinterviewed them to determine how well these inten- 
tions were carried out. The results on automobiles are somewhat as follows. If 
20 per cent of those interviewed indicate that they plan to buy a new car 
within a year, about 60 per cent actually carry out this intention. Of the re- 
maining 80 per cent of interviewees who indicate no intention to purchase, 
about one sixth actually do purchase within a year. Assume that, as an automo- 
bile dealer, you have made a similar survey with similar results and that you 
have the names and addresses of all people interviewed. How would you direct 
your sales efforts during the ensuing year? 

2. Planned obsolescence has been defined by Gerald B. Tallman as purposeful 
program of vendors to shorten the time span or number of performances over 
which a p^inli'ct . . . continues to satisfy customers — thus presumably en- 
couraging an early purchase for replacement.'' 'Ihc policy of many American 
manufacturers of consumer durables of introducing new models each year, 
often it is said with little real change from the previous year, is usually regarded 
as one aspect of planned or forced obsolescence. George Katona states that 
most people purchasing new refrigerators reported that their old refrigerators 
were in good condition but indicated that they purchased new ones because of 
the new features and iinprovcinents of the latest models. A symposium on 
planned obsolescence at the December, 1958, meeting of the American 
Marketing Association brought forth such statements as the following: 

Planned obsolescence is regarded by many as economic waste. 

People want differentiation and change. 

It is the customer who has forced it on the industry. 

Isn't planned obsolescence really demanded obsolescence or planned progress? 

If new models arc good annually, why not twacc a year? 

Evaluate these statements and the general subject of planned obsolescence and 
what Edward M. Barnet calls “innovistic competition" in view of the discus- 
sion in this chapter on consumer behavior and motivation. 
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THE CONSUMER BUYER 


The ultimate result of all economic effort is to place goods and services 
in the hands of consumers. Tlic basic function of the consumer buyer then 
is to choose which goods and services he will purchase. Decisions concerning 
the particular desires which shall be gratified arc in the main highly personal. 
Choices which may result in a maximum of satisfaction to one person may 
be completely unsatisfactory to another. Moreover, assuming that the con- 
sumer desires to make wise choices, he cannot do so unless he knows what 
products are available, has both the time and ability to compare quality 
and price, and will take time to weigh his buying decisions. 

THE PROBLEM OF CONSUMER CHOICE 

The goal of the consumer in his buying efforts is to exchange his income 
for those goods and services which will yield the maximum satisfaction to 
himself and the members of his household, 'Hiis ically involves two broad 
problems: (1) how to divide his income among the vinious classes and types 
of products and services, and (2) how to obtain the most suitable items, 
quality and price considered, of each particular class in the time that can 
be reasonably devoted to their purchase. These two problems of course are 
closely related. 


Division of Income 

A proper division of expenditures among various cla.sses of goods and 
among particular items in each class is obviously of the utmost importance 
for the attainment of maximum satisfaction. But this is perhaps not entirely 
a matter of free choice. For most consumers, the broad general classes of 
goods to be purchased arc largely predetermined. ITie five most important 
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items of expense for the great majority of households are food, housing, 
household operation, clothing, and automobile transportation. The data anah 
yzed in Chapter 5 indicate that, regardless of income group, over 80 per 
cent of family expenditures are made in these five product groups. 

Although the average consumer may exercise relatively little choice as 
to the broad general classes of goods for which he spends the bulk of his 
income, he does have a wide choice of products within these classes. Even 
basic physical needs can be satisfied by many different products, and the 
development of new and improved products has changed and multiplied 
desires until the things people want seem to be without limit. Moreover, 
the myriad of specific items available from which consumer choice is made 
also seems to be without limit. 

To choose among the alternatives that are open to him is not a simple 
matter for any consumer. He must eat, but shall he cat at a restaurant, and 
if so at which restaurant, and which of the many items on the menu? Or 
shall he have his dinner at home, and if so, of what shall it consist? For a 
vegetable, he may decide on green beans. But shall they be fresh, frozen, 
or canned? Housing must be provided but shall he rent or buy or build? 
How large shall the house be and with what features? Shall he forego a new 
automobile for the next few years in order to obtain a larger and more ex- 
pensive house than would otherwise be possible? The answers to such ques- 
tions as these depend upon a great many factors, as we have seen in the 
previous chapter, and the forces * underlying choice are by no means fully 
understood. 

Obtaining Suitable’ Products 

Decisions with respect to the classes or types of products to be purchased 
constitute only the first step, however, in consumer choice. Many additional 
decisions must be made. What quality of product shall the consumer buy 
and what price shall he pay? Which brand, size, model, or color will be most 
suitable for his needs? And from what sources can the necessary information 
be obtained on which to base a buying decision? Obtaining the most suitable 
product is the major buying problem of the consumer in a modern high-level 
economy, because of the great variety of products that are available. 

There are hundreds of brands of canned foods from which consumers 
may choose, all offered in various sizes of containers and at many different 
prices. One appliance manufacturer alone is said to have 63 basic models 
of appliances that can be modified in 342 ways, while another has 316 cabinet 
styles and models in radios, television sets, and phonographs. It is said that 
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one of the major automobile manufacturers has so many combinations of 
color, interior fabric, power, styling, and accessories in its automobiles that 
it could operate at full capacity for a year without producing two identical 
cars. Does the consumer really want so wide a choice of products or is he 
only likely to be confused by the great variety? The answer to the first part 
of the question is not easy to obtain, but it is undoubtedly true that there 
is a great deal of confusion in buying. 

But habits arc formed and decisions are made, often on the basis of a 
minimum of exact information and sometimes on a basis of misinformation, 
llie judgment which the consumer exercises in making his choice of pur- 
chases ultimately determines the degree of satisfaction he will receive from 
the expenditure of his income. Ilis choices may or may not be wise, but they 
must be made. And the final choices of consumers are important not only 
to individuals, but in the long run to the economy as a whole. It is out of 
the difficulties involved in making the most effective use of consumer incomes, 
and the recognition of certain apparent conflicts between the attempts of 
the consumer to purchase what he wants or should have and the attempts 
of ind^vid.^al businessmen to induce him to purchase their particular prod- 
ucts, that the widespread study of consumer problems has developed. 

CONSUMERS AS BUYERS 

It has been pointed out previously that the ultimate consumer is neither 
a skilled nor a careful buyer, and that because goods used in personal con- 
sumption satisfy intangible desires, the same physical characteristics provide 
different degrees of satisfaction to different persons and to the same person 
from time to time. Moreover, new products are constantly appearing and 
individual incomes increase and decrease. Thus it is often necessary for the 
consumer to reappraise desires, develop new scales of value, and reconsider 
existing purchasing habits in the light of new or improved products as they 
become available and in the light of changes in his income. 

It is obvious that the average consumer has neither the ability nor the 
time to make a careful personal investigation of all the purchases he makes. 
He must depend, therefore, upon available sources of information in order 
to make a selection, and the right kind of information is often lacking or 
difficult to interpret. No one person could accumulate enough knowledge 
and skill in a lifetime to become expert in the evaluation of all the products 
available for purchase. Even persons who have the requisite basic knowledge 
and skills to analyze a few of the products they use seldom find it worthwhile 
to do so, since the time required to make such analyses is usually out of all 
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proportion to the increased satisfaction or saving in costs which could result. 
Consumer purchases are made on a scale too small to warrant such efforts 
by individual purchasers. They believe that they can spend their time to 
better advantage in other ways. Even if consumers were to attempt to make 
these careful evaluations, they would soon find them to be out of date. In- 
come, products, desires, and prices are constantly changing, and so individual 
evaluations of particular products must constantly change also. 

The average consumer must make his buying decisions on the basis of 
his own examination of and previous experience with the product, supple- 
mented by such additional information as may be available. Often the prin- 
cipal source of additional infonnation is that supplied by the seller, through 
retail salespeople or labels or advertising. But retail salespeople commonly 
have little knowledge of the products they sell. They naturally hope to sell 
the products that are available in the store they represent, and they are fre- 
quently influenced by the proprietor or by manufacturers to “pusir’ the sale 
of particular items. Finally, because of the vendors' desire to sell their prod- 
ucts, the careful consumer feels that he must take any advice or infomiation 
coming from producers and middlemen as that of interested parties to the 
sale. 

Purchase on the basis of examination or personal experience is also often 
far from satisfactory'. Tl\c buyer must compare the qualities of literally thou- 
sands of articles if he is to choose wisely although, of course, many brands 
sold somewhere in the country will not be sold in his particular community 
and hence need not be considered. In fact, the one retail store in which he de- 
cides to purchase may handle only one brand, or at the most but a few of the 
competing brands, of any given product. Tliis may simplify his immediate 
problem, but it docs not necessarily result in his making the best use of his 
income. To be sure he has seen all the brands in his community, he must 
visit many retail stores, something that is not done in making most consumer 
purchases. 

But when the consumer has seen several products he may still be unable 
to judge. He may ''see” ten brands of motor oil, but of what value is that 
to most purchasers? To see twenty packages of different tooth pastes, or ten 
different brands of canned peas, docs not help much cither. True, the labels 
and the prices may help him to narrow his choice to a few, but he usually 
can judge the quality of the contents only by price— often a podr criterion. 
Some labels are more informative than others and may help him to make 
a wise choice, if he takes the time to read them and if he can understand 
them. But normally it is very difficult for the consumer to obtain information 
which can be used to make the best selections in the time he is willing to 
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devote to his purchasing efforts. Over a period of years experience will usually 
give some basis for the selection of most products the consumer buys, and 
he makes his choices among all the commodities he might buy without too 
much difficulty. But whether the products he selects are actually best for his 
use he seldom really knows. 

The very fact that so many products are available, however, gives him, in 
spite of his difficulties in making choices, a wide selection among desirable 
products; and competition among producers and middlemen assures him 
of continuing efforts to improve products and services and to reduce prices. 
But it is perfectly evident that much remains to be done to insure the con- 
sumer the best results from the use of his income; and the realization that 
he does not always get the most for his money, that he does not always get 
a fair deal, and that his own ignorance hinders wise choices, has led some 
consumers to demand more information and greater protection. The attempts 
of consumers to gain these goals, especially during the thirties and late 
twenties, is known as the ‘'consumer movement.'' 

THE CONSUMER MOVEMENT 

The consumer movement has been best defined perhaps as consisting 
"of all the efforts, organized or unorganized, to make the consumer a wiser 
buyer and user of those products and services which she requires in her 
capacity as a consumer.” * The activities commonly associated with the con- 
sumer movement arc designed to correct certain manifestations of business 
effort, such as "high-pressure” selling and questionable practices, which ham- 
per the consumer in making wise selections of merchandise, and to help the 
consumer to overcome shortcomings which result from his own ignorance 
or carelessness. 


Origin of the Consumer Movement 

Although there were sporadic efforts made on behalf of consumers pre- 
viously, the consumer movement really dates back to the late twenties. Be- 
tween 1927 and 1936, a number of books were published, and widely read, in 
which the authors satisfied many readers that consumers were not getting their 
"money's worth." “ In 1927 a buyers’ club was organized in White Plains, 

1 Werner K. Gabler, Labeling the Consumer Movement (W'ashingtoii, D.C.: Ameri- 
can Retail Federation, 19^9), p. 14. 

* The following were among those which were most widely read and probably exerted 
great influence in promoting the consumer movement: Stuart Chase and F. /. Scblink, 
Your Moneys Worth (New York; Macmillan, 1927); T. Swann Harding, The Popular 
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New York, which in 1929 became Consumers' Research, Incorporated. Its 
purpose was to test and analyze products and to disseminate buying infor- 
mation to members. In 1936 Consumers Union was formed as a rival or- 
ganization to Consumers' Research. 

These events gave a great deal of impetus to the consumer movement, 
but it is a question as to whether they constituted cause or effect. Underlying 
the development of the consumer movement were two fundamental factors.® 

The first was the change that was taking place in the economy during 
the twenties. The country was moving from an economy of scarcity to one 
of relative abundance, from a sellers' market to a buyers' market. The em- 
phasis was shifting from producing to marketing. ITie consumer was assuming 
greater importance, and competition for his patronage was increasing. Thus 
the consumer became more aware of his importance at the same time that 
he was being subjected to greater selling pressure. 

The second factor underlying the consumer movement was the depression 
of the early thirties. Consumers needed more than ever to find the “best 
buys" in an effort to make their incomes stretch as far as possible. Thus 
there grew up a demand for information. Moreover, there was increasing 
competition among sellers, extravagant claims, and in many cases a deteriora- 
tion in the quality of merchandise. More than ever, the consumer needed 
information and guidance. 


Development of the Consumer Movement 

Group Activities. Thus the consumer movement reflected a general dis- 
trust and lack of understanding of business. Many organizations were formed 
to aid the consumer in one way or another. Many existing organizations 
adopted programs designed to render assistance. The movement spread rapidly 
in the women's clubs, the schools, and the churches, and buying information 
was disseminated through these and other organized groups. The General 
Federation of Women's Clubs, the American Association of University 
Women, the National League of Women Voters, the National Congress of 
Parents and Teachers, and the Federal Council of Churches of Christ in 
America, as well as many other similar groups, were associated to a greater 

Practice of Fraud (New York: Longmans, Green, 1935); Arthur Kallet and F. J- Schlink, 
100,000,000 Guinea Pigs; Dangers in Everyday Foods, Drugs and Cosmeticsfi (New York: 
Vanguard, 1933); J. B. Matthews, Guinea Pigs No More (New York: Covici, Friedc, 1936); 
M. C. Phillips, Skin Deep, the Truth about Beauty Aids — Safe and Harmful (New York: 
Vanguard, 1934); James Rorty, Our Master's Voice: Advertising (New York: Ds|y, 1934); and 
F. J. Schlink, Eat, Drink and Be Wary (New York: Covici, Fricde, 1934). 

®See Kenneth Damcron, “The Consumer Movement,” Harvard Business Review, 
Spring 1939, pp. 275-82. 
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or lesser extent with the consumer movement. Even the American Medical 
Association and the American Dental Association were considered to have 
participated in the movement since they did offer suggestions to the con- 
sumer regarding the purchase of certain foods, drugs, and dentifrices. 

Governmental Efforts. The federal government took cognizance of the 
consumer movement in several ways. One of the more constructive was to 
increase the number of publications giving general buying information to 
the consumer, instructing him in the qualities to look for when buying furni- 
ture, clothing, and similar items. How widely these were actually disseminated 
among consumers is impossible to state, but at least they constituted an 
effort to place buying information in the hands of consumers and the agencies 
that were attempting to educate the consumer. 

Various governmental agencies established consumer divisions and ad- 
visory boards, designed to represent the consumer interest, but they were 
largely ineffective. The National Recovery Administration and the Agricul- 
tural Adjustment Administration had as their principal function the raising 
of producers’ prices. The consumer interest in this activity was largely ignored 
despite, at nines, substantial effort by the Consumers’ Advisory Board of the 
NRA and the Consumers’ Counsel of the AAA. An effort by the Consumers' 
Division of the National Emergency Council to establish local county councils 
to collect and distribute buying information appeared promising for a time, 
but inadequate funds and personnel soon led to disinterest and disintegration. 

Business Activities. At first, business took little notice of the consumer 
movement. As it gained momentum, however, it became evident that some 
action was required. Early action tended to be mainly in the form of counter 
propaganda, much of it of dubious value. Later, more constructive action 
was taken, and there was considerable cooperation between business and 
various consumer organizations. In 1937 a Consumer-Retailer Relations Coun- 
cil was created with representatives both from retailer associations and the 
women’s clubs. Its purpose was to increase the use of informative labeling, 
informative salesmanship, and informative advertising. Similar consumer re- 
lations committees were established by other business groups. 

At the same time, individual businessmen joined in the efforts to assist 
the consumer. Although some retailers had established merchandise testing 
laboratories as early as 1911. renewed activity took place with respect to the 
testing of merchandise. New laboratories were established by some retailers 
and the existing ones of other firms expanded their activities. A few retailers 
even established consumer advisory boards. Both manufacturers and retailers, 
in a number .of instances, increased their efforts to improve the^infonnation 
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contained on the labels attached to their merchandise. In 1939 and 1940, a 
half-dozen canners of fruits and vegetables even adopted ABC grade labeling 
for their products.^ 

Efforts were also made to get buying information into the hands of con- 
sumers. Two notable examples were the publication by the Household Finance 
Corporation and the national Better Business Bureau of numerous booklets 
on the buying of specific products and on money management. 


Objectives of the Consumer Movement 

ITie above brief description of the consumer movement indicates some- 
thing of its confusion, its heterogeneity, and its lack of organization, as well 
as of its widespread impact. Obviously, there were many different objectives, 
as many perhaps as there were organizations involved in the movement. Tlie 
more general objectives, however, can be stated as follows: 

1. To protect the consumer from fraud and misrepresentation, from adul- 
teration of products, and from the sale of harmful products. 

2. To increase the use of quality standards, grades, and informative 
labeling. 

3. To promote the use of informative and truthful advertising. 

4. To educate consumers in effective buying, not only to disseminate 
information to them but to educate them in the use and understanding of 
this infonnation. 

Accomplishments of the Consumer Movement 

To what extent were these objectives accomplished? It is difficult, of course, 
to measure concretely the accomplishments of the consumer movement, but 
the following observations can be made; 

1. In the field of consumer protection, the Food, Drug and Cosmetic Act 
was passed in 1938. Although weak in some respects, it was a notable improve- 
ment over previous legislation.® First introduced in the Congress in 1933, this 
law was not passed until some sixteen consumer groups organized to lobby 
for its enactment. 

2. As noted above, there was some increase in the use of informative 

^The subject of grade labeling, which has aroused much controversy in the United 
States, is discussed at length in Chap. 25. 

® Chap. 30 for a more complete discussion. 



The Consumer Buyer 133 

labeling, grades, and quality standards by businessmen. Both manufacturers 
and large retailers were involved in this movement. In addition, there was 
passed in 1939 (effective in 1941) the Wool Products Labeling Act which 
requires the labeling of the fiber content of wool products. 

3. There is no satisfactory method of measuring the degree to which 
advertising may have become more informative and truthful. It may be pre- 
sumed that some improvement has taken place. The powers of the Federal 
Trade Commission to control false and misleading advertising were strength- 
ened somewhat in the Whceler-Lea Act of 1938, and the Commission has 
been somewhat more active in its efforts at control since the mid-thirties than 
it appears to have been previously.^ In addition, businessmen have probably 
been more aware of the problem as a result of the consumer movement. 

4. Informational materials on buying undoubtedly increased greatly in 
quantity and in availability. As has been noted, they came from government, 
from business, from professional groups, and from organizations in general. 
In addition, substantial progress in consumer education was made in the 
secondary schools, as well as in colleges and universities. 

PRESENT STATUS OF CONSUMER INFORMATION 
AND PROTECI’ION 

ITic advent of World War II and the growth of real income during the 
wartime and postwar period undoubtedly have done much to lessen the con- 
sumer's concern about his buying problems. It is probably logical to conclude 
that the consumer movement as such ended in the early forties. Nevertheless, 
the foundation had been laid for the continuing studv of consumer problems, 
and there is still a lively interest in the subject. Tlie following discussion 
summarizes recent developments and the present situation. 

The Rating Agencies 

Consumers' Research and Consumers Union have continued to test and 
rate products and to make the results available to their subscribers through 
their regularly published bulletins. As of 1945, neither organization could 
boast of a circulation much in excess of 50,000. Since that time, both have 
grown substantially, although Consumers Union is much the larger of the 
two with subscribers and newsstand sales totaling some 800,000 or more. It 
is estimated that between 4 and 5 per cent of the nation's spending units 

•The Whceler-Lea Act and the activities of the Federal Trade Commission are dis- 
cussed at greater length in Chap. 30. 
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read one or the other of the reports of these two organizations.^ This is 
indeed a remarkable record in a period during which not too much publicity 
has been given to the consumer problem. Subscribers to these services, how- 
ever, tend to be persons of above average income and education— persons 
who presumably do not need to economize in their buying to the extent that 
those in lower income groups do. 

Although the rating agencies have rendered a valuable service to consumers, 
it may be well to note briefly that they do have limitations and that they are 
not a final answer to accurate buying.® In the first place, not all products 
are or can be rated. Products must be capable of being identified if rating 
information is to be passed on to the consumer in a meaningful way. Thus 
unbranded products are not likely to be tested. Even for branded products, 
there are so many different brands available that it is not physically and 
financially possible to test them all. Secondly, there is the problem of sam- 
pling. Rating agencies usually test one item, or at most only a few items, 
of each brand. Variations in quality are likely to exist in many instances 
which make the test results not entirely reliable. Finally, there is the problem 
of developing standards and methods of testing. We do not necessarily know 
what the consumer desires in a product, nor do we know exactly how to 
test to determine whether the product has these characteristics. Moreover, 
the tests must be conducted quickly in order that information may be made 
available to the consumer while the product is still available in the market. 
Thus a vacuum cleaner that may be used by the consumer for ten years must 
be tested for durability in a matter of weeks. It is obvious that there arc 
many problems. 


Consumer Education and Information 

Organizations that were extremely active in disseminating consumer in- 
formation during the height of the consumer movement appear to be much 
less active at the present time. I’herc still exists, however, a substantial volume 
of buying information available to the consumer, both from governmental 
and private sources. The Bureau of Human Nutrition and Home Economics 
of the federal government, the Household Finance Corporation, and the Bet- 
ter Business Bureaus are still active in this field. Whether this information 
actually reaches the hands of consumers in the volume that it :once did is 
not known, but the suspicion may be raised that it does not. 

^ Hugh W. Sargent, Consumer-Product Rating Publications and Buying Behavior 
(Urbana: Bureau of Economic and Business Research, University of Illinois, 1959), p. 64. 

® For a more complete discussion, sec Eugene R. Bcem, '‘Consumer* Financed Testing 
and Rating Agencies,'' Journal of Marketing, January 1952, pp. 272-85. 
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On the other hand, there has been a steady and substantial growth in the 
more formal phases of consumer education in the secondary schools, in col- 
leges and universities, and in adult education classes. The courses taught 
involve both buying problems and money management. Certainly, a great 
deal of buying information is disseminated in this fashion. 

In general, consumer organizations do not appear to have flourished during 
the fifties. An effort in 1947 to organize the National Association of Con- 
sumers to unite "'grass-roots" organizations apparently has not met with great 
success. On the other hand, the Canadian Association of Consumers, formed 
in the same year, is an active and successful organization.® It appears to have 
concerned itself mainly, however, with matters of business and public policy 
rather than with the accumulation and dissemination of buying information. 
Also, it is partially financed by the Canadian government. 

Governmental Activities 

The period of the fifties has been described as mainly a time of consolida- 
tion with rc.‘'i>cct to governmental activities involving the consumer.^® Some 
new legislation of direct benefit to the consumer has been passed during 
this period, however. In 1951 Congress enacted the F’ur Products Labeling 
Act to become effective in 1952. This law requires that all furs be labeled 
with the official name of the fur and prohibits the misbranding and false 
advertising of these products. Since there had previously been much confusion 
in the name designations used for the various furs, this law has been a very 
useful one to the consumer.^ Of similar scope and benefit is the Textile 
Fiber Products Identification Act passed in 1958 to become effective in March 
1960. This law supplemented the Wool Products Labeling Act of 1939 and 
requires the I'ederal Trade Commission to adopt rules for the labeling and 
advertising of all textile products. Tlie regulations adopted should greatly 
assist consumers in identifying the numerous synthetic fibers that have been 
developed in recent years. 

In addition to labeling legislation. Congress has been concerned from 
time to time with improvements in consumer protection. During the late 
forties and early fifties, there were a number of highly publicized incidents 

® See Isabel Atkinson. “The Voice of the Consumer in Canada, “ Selected ProceediTigs 
of Fifth Annual Conference, Council on Consumer Information, Greeley, Colo., 1959, 
pp. 1-10; also “Canadian Consumer Has Big Voice,” Business Week, September 29, 1956, 
pp. 53-8. 

Warren J. Bilkey, “Government and the Consumer Interest,” American Economic 
Review, Proceedings issue, May 1957, p. 557. 

See Karen R. Gillespie, “Fur Law Changes Fur Ads,” Journal of Retailing, Winter 
1952, pp. 145-54. 
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in which clothing, especially sweaters, ignited and burned while being worn. 
Accordingly, the Flammable Fabrics Act of 1953, which became effective 
in 1954, was passed to prohibit the sale of wearing apparel made of highly 
flammable materials. Another measure of consumer protection was passed 
in 1958 becoming effective in 1960, a food additives law which requires the 
manufacturers of food products to establish the safety of chemical and other 
additives used in processing food products. This means that the manufacturer 
must now do the necessary testing, a task previously left to the Food and 
Drug Administration. The latter agency, of course, must still determine 
whether the testing by the manufacturer has been adequate to establish 
safety. 

Despite the enactment of these measures, the decade of the fifties is not 
usually regarded as one of great advancement in the area of governmental 
assistance to the consumer. In fact, during the early part of the decade, some 
of the regulatory agencies of the federal government most directly concerned 
with the consumer were having a difficult time obtaining adequate funds 
with which to carry on their activities. A definite threat existed with respect 
to the continuance of many of their standard functions. During 1955 and 
1956, however, the situation improved considerably. For example, the hood 
and Drug Administration received increased appropriations, the Bureau of 
Human Nutrition and Home Economics retained its home equipment test- 
ing program after a considerable effort had been made to eliminate it, and 
the Council of Economic Advisers was proposing the use of consumer ad- 
visory groups in federal agencies and the establishment of a central consumer 
information office.^* 


CONCLUSIONS 

The purchasing problems of consumers are indeed substantial. The greatly 
increased number of products available in a modern economy has made 
effective choice difficult, and much is to be desired in the way of usable in- 
formation about products. All reasonable means should be used to make 
the consumer a more effective buyer, but it should not necessarily be con- 
cluded that he is imposed upon as frequently as some persons allege. It seems 
likely that the average consumer is reasonably well satisfied with tnost of the 
products he buys, and on the whole that he obtains good values for' his money. 
There may well be a question as to whether more information or more skilled 

This brief discussion of governmental activities has been confined to those of the 
federal government. Most states have done little in recent years to increase their services 
to the consumer, although there are presently some indications of a renewed interest in 
the subject. 
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purchasing on his part would enable him to add greatly to the sum total of 
the satisfaction he derives from the use of his income under existing con- 
ditions. 

A large proportion of the goods consumers use are purchased from re- 
tailers who desire to retain their patronage, and most of these products are 
sold to retailers by established manufacturers and wholesalers who likewise 
desire to retain consumer patronage. Few firms are able to build and main- 
tain a successful business enterprise without rendering a satisfactory service 
or making a satisfactory product and selling it at satisfactory prices. Yet 
the fact that consumers do fairly well in their purchasing does not mean 
that they are entirely satisfied or that efforts should not be made to improve 
their purchasing effectiveness. ITiere are difficulties faced in consumer buy- 
ing which can be eliminated or modified, and there are undoubtedly many 
business practices which can and should be eliminated. 

The ultimate solution to consumers' buying problems would appear to 
lie in the cooperative efforts of business, government, and consumers them- 
selves. The regulatory agencies of government can, and should, protect the 
consumei from the unethical fringe of business. Moreover, businessmen have 
as great an interest in seeing that government performs this function as do 
consumers, since it is as much a protection to legitimate business as it is 
to the consumer. Government can also make available buying information 
through the educational programs of its public schools and can provide 
assistance and coordination to both business and consumers in their efforts 
to meet on a common ground. 

In the final analysis, however, it is necessary that business and the con- 
sumer work together in an effort to solve the problem. Business must realize 
that the consumer demand for information is a legitimate one and must pro- 
vide this information in its advertising and on product labels. At the same 
time, consumers must decide what information they want and, above all, 
must reward with their patronage the businessman who gives it to them. If 
consumers ignore in the market place, as they often do, the product that is 
informatively and honestly advertised and labeled, they can hardly expect 
the businessman to take seriously their demands for more information. The 
problem will be solved as, and only as, consumers assume the responsibility 
for their own actions. 


PROJECT 

To illustrate the problem of the consumer buyer, it is suggested that students 
be organized into small groups, that they select a product and a specific retail 
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marketing area, and that they find out just how many brands or varieties of the 
product are available for sale in this area. Where appropriate, it would be desirable 
to compare prices, quantities, and labeling information or specifications. After this 
is done, an effort should be made to locate whatever additional buying information 
is available to assist a conscientious purchaser in making a specific decision. A 
discussion of the conclusions reached should conclude the project. 
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THE BASIC RETAILING STRUCTURE 


THE NATURE OF RETAILING 

The term “retailing” originally meant to cut again, to divide into pieces. 
In present-day terminology the term retains this sense, but the distinguishing 
feature of retailing is the sale of commodities to the ultimate consumer. Thus 
retailing includes all forms of selling to ultimate consumen, as contrasted 
with wholesaling which is concerned with sales to business buyers. 


The Importance of Retailing 

The position of retailing in the marketing system is important and 
strategic. Those who sell goods at retail are, of course, in business to make 
a profit, but their success in conducting their business is also vital to the 
agencies that supply them with goods and to final consumers. From the 
point of view of the producer of consumer goods, the retailer is a specialist 
in selling; for the consumer, on the other hand, he scn’cs as a purchasing 
and supply agent. Because individual retail transactions are usually small, 
it is normally too expensive and too troublesome for the producer to market 
his goods directly to the consumer, or for the consumer to buy directly from 
the producer. By assembling at convenient points and from numerous sources 
the various kinds of products that consumers demand, the retailer enables 
them to purchase a variety of goods in small amounts, on short notice, and 
with a minimum of difficulty. This constitutes the primary service of the re- 
tailer: his community looks to him to furnish it with needed goods at reason- 
able prices at a convenient place, and wl.on they are wanted. 

It is difficult to overemphasize the importance of retailing. The retailer’s 
position enables him to determine the needs and requirements of consumers 
for the particular kinds of commodities he handles, and he often exercises 
a considerable influence on their purchases. It is true that the growth of 
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advertising has resulted in consumer acceptance of many manufacturers' and 
wholesalers' brands. In addition, there has been a substantial trend in recent 
years toward the use of self-service in certain types of retail stores. Both of 
these developments have tended to reduce somewhat the influence of the 
retailer on consumer purchases. Nevertheless, his influence in this respect is 
still substantial. 

The task of the retailer, moreover, is becoming more and more difficult 
and complex. The number and variety of products that must be stocked 
increases constantly. More and more foods are being produced commercially 
rather than in the home, even to the extent of completely cooked dinners 
which arc sold in frozen form. Of even greater significance, new products 
which were never made in the home are continually being introduced to 
the consumer market and are being sold through retail establishments. Tele- 
vision sets, power lawn mowers, electric shavers, and articles made of plastics, 
as well as great numbers of items sold in variety, drug, department, and hard' 
ware stores are among the products that have been added to retail lines in 
recent years. These developments have led to an increase in the number of 
persons engaged in retailing, as well as in the number of retail establishments 
and the volume of retail business. Pertinent data for the United States, ex- 
cluding Alaska and Hawaii, are shown in Table 8-1 for the census years 1929, 
1939, 1948, 1954, and 1958. 

Retail Establishments. The data in Table 8-1 indicate that an increase 
took place in the number of retail establishments of approximately 20 per 
cent between 1929 and 1958. These data also indicate that this increase 
actually took place between 1929 and 1939 and that the number of retail 
establishments in. 1958 was about the same as the number in 1939. These 
conclusions, however, are not entirely valid because of differences in enumera- 
tion and classification used by the Bureau of the Census in the various years. 
A more valid conclusion probably is that retail establishments increased in 
number between 1929 and 1939 by 20 per cent and between 1939 and 1958 
by about 6 per cent.^ 

In any event, it is clear that the major increase in number of retailers 
came between 1929 and 1939, which was largely a period of depressed busi- 
ness conditions, and that any increase in the number of retail establishments 
that may have taken place, in more recent years has been a mindr one, con- 
sidering the growth rate of the economy and the increase in population that 

^ In terms of 1939 definitions, the figures for 1948, 1954, and 1958 afc understated 
by perhaps 100,000 establishments. In fact, the original tabulation for 1948 showed 
1,769,540 establishments. This was later revised to the figure of 1,668,479 given in 
'Fable 8-1 to conform with 1954 definitions and tabulations, which, for example, excluded 
all establishments with sales volume of less than $2,500 and no paid employees. 
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Table 8-1 

Retail Trade in the United States: Number of Establishments, 
Sales Volume, Number of Employees, and Proprietors, Selected Years * 


Year 

Number of 
Establishments 

Sales Volume 
(in thousands 
of dollars) 

Paid Employees ^ 

Proprietors 

1929 

1,476,365 

47,768,656 

4,286,516 

1,4H704 

1939 

1,770,355 

4T444.507 

4,711,552 

1,6B,673 

1948 

1,668,479 

128,849,252 

7,083,315 

1,742,046 

1954 

1,721,650 

169,967,748 

7,124,331 

1,765,752 

1958 

1,788,325 

199,646,463 

7,911,081 

1,818,666 


®nata for 1954 and 1958 are not entirely comparable with those for earlier years be- 
cause of changes in methods of enumeration and compilation used in the 1954 Census. Sales 
volume data for 1929, 1939, 1948 and the establishments hfiJure for 1948 have been re- 
vised to minimize noncomparability. The establishments figure for 1954 includes leased 
departments as separate establishments which is not true for the other years. 

For the week ending nearest November 15, except for the 1929 figure which is based 
on average cu.pluynienl for the year. 

Sources: U.S> Census of Business: 1958, Retail Trade, U.S. Summary, 1960, p. 1-7; 
U.S. Census of Business: 1954, Vol. 1, Retail Trade, 1957, pp. 5, 1-5, 1-7; VS, Census 
of Business: 1948, Vol. I, Retail Trade, Part 1, pp. 9, 22 (Washington, D.C.: U.S. Depart- 
ment of Coinnicrcc, Bureau of the Census, 1952). 


lias taken place since World War II.* There are probably at least two ex- 
planations for this apparently inconsistent behavior. In the first place, re- 
tailing is likely to be a more attractive occupation to the average proprietor 
of a small store when industrial employment is difficult to obtain and wages 
are low than it is when business generally is operating at a full-employment 
level with high wages. Consequently, a large number of new retail establish- 
ments came into being during the thirties, but many of these were promptly 
closed as industrial employment became available during World War II. 
F'urthennorc, they were not reopened after the war. Secondly, the constantly 
increasing use of the automobile has given the ultimate consumer more 
flexibility in shopping and has reduced his reliance on the small neighborhood 
store. The rise of the supermarket, and the resulting elimination of many 

2 Between 1939 and 1954, the number of persons per retail establishment increased 
from 74 to 94. The corresponding figure for 1929 was 83. These computations use the 
establishments data shown in 'fable 8 I and appropriate population figures. See 1/.S. 
Census of Business: 1954, Vol. 1, Retail Trade (Washington, D.C.: U.S. Department of 
Commerce, Bureau of the Census, 1957), p. 5; and Ralph S. Alexander, '"fhe Changing 
Structure of Intermediate Markets and Manufacturers’ Marketing Strategy,” in Robert V. 
Mitchell (ed.), Changing Structure and Strategy in Marketing (Urbana: University of 
Illinois, 1958), p. 68. 
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small grocery stores, is a case in point which illustrates the effect of the auto- 
mobile upon the number of retail establishments. 

Sales Volume. The trend of retail sales volume has been completely dif- 
ferent, however, from that just discussed for the number of establishments. 
The data in Table 8-1 show that the major increases in sales volume have 
taken plaee since World War II. Ihcse data, however, show the actual dollar 
figures and do not eliminate the effect of price changes. In terms of 1935-39 
average prices, the physical volume of retail sales amounted in 1929 to $39.5 
billion, in 1939 to $41.9 billion, in 1948 to $66.8 billion, in 1954 to $81.5 
billion, and in 1958 to $90.8 billion.® Thus, although much of the increase 
in dollar sales volume that took place between 1929 and 1958 was due to 
price increases, there is still a gain of 130 per cent in physical volume, and 
this took place during a period when population increased by only some 40 
per cent.* 

Persons Engaged in Retailing. Changes in the number of persons engaged 
in retailing in the various years between 1929 and 1958 show a still different 
picture from those previously presented for establishments and for sales 
volume. Between 1929 and 1958, the number of paid employees increased 
by 85 per cent compared with 130 per cent for physical sales volume. If the 
figure for number of proprietors is combined with that for paid employees, 
the increase in persons engaged in retailing is only 70 per cent between the 
two dates. Thus it is obvious that the physical sales volume per person en- 
gaged in retailing increa.sed substantially during this period— actually about 
33 per cent— although not so substantially as did sales volume per establish- 
ment— which was approximately 90 per cent.® 

In the case of persons engaged in retailing, it is interesting to note that 
the major increase took place between the census years 1939 and 1948 (ac- 
tually the growth took place after the end of World War II). Since 1948 the 
amount of increase has been relatively small. A comparison of the data for 
establishments, sales volume, and persons engaged in retailing for 1948 and 
1958— and these data are as comparable as any in Table 8-1— show that dollar 
sales volume increased by 55 per cent and physical sales volume by 36 per 
cent during the decade, but that the number of persons engaged in retailing 

®The 1958 figure was computed by the writers. The others are from (7.5. Census of 
Business: 1954, Vol. I, op.cit., p. 5. llic deflator used is the U.S. Departpient of Com- 
merce Index of Retail Prices (1935-39 =100). 

* Adjusted to 1935-39 average prices, per capita sales amounted to $322 in 1929 and 
$506 in 1954, a gain of 57 per cent. See U.S. Census of Business: 1954, Vo\. I, op.cit., 
p. 5. 

® Because of the inconsistencies in the data, the percentages given in this paragraph 
should be considered as approximate rather than exact, but they are sufficiently accurate 
to show the general picture. 
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rose by only 10 per cent and the number of establishments by only 6 to 7 
per cent. The greater use of self-service and prepackaging in retail stores 
probably constitutes the principal explanation as to why such a large in- 
crease in sales volume could take place without a greater increase in retail 
personnel. 

The Functions of Retailing 

The retailer normally performs all of the marketing functions, but his 
fundamental service is to assemble goods for dispersion to the consumer at 
the latter’s convenience. This usually means also at the momentary demand 
of the consumer. The retailer is, consequently, forced to estimate in advance 
what these demands will be, and must be prepared to fill them as exactly 
as he can. To sell successfully he must first buy successfully; and perhaps the 
most difiicult retail function is buying, since success or failure depends in 
considerable degree upon the retailer’s skill in performing this function. 
Effective buying calls for a knowledge of the needs of his customers and 
of the best aoutces of supply. He must constantly exercise judgment as to 
what to buy, from whom and when, and what price to pay. 

Selling, likewise, is an important function of the retailer. In fact, assuming 
he has performed his buying functions successfully, it is evident that his 
ultimate success depends on his ability to sell. He comes into direct contact 
with the consumer and can exercise an important influence on the demand 
for goods and ser\'ices. Both large and small dealers can utilize modem meth- 
ods of selling with success. Advertising, effective display of merchandise, ade- 
quate services, an attractive and well-planned store, well-trained salesmen, 
attractive prices, as well as wisely selected stocks of merchandise— all are 
used by successful retailers.* 

Supplementing the pcrfonnance of the functions of buying and selling, 
but of great importance to his operations as a merchandiser, is the retailer’s 
perfomiancc of the other functions of marketing. His operations must be 
financed, and he must, in many cases, extend credit to his customers. He 
must pay for his merchandise and meet the expenses of operating his retail 
establishment. If the supply house does not do so, he must arrange for trans- 
portation from the source of supply to his store; and he frequently arranges 
for delivery from his store to the home or the consumer. 

•For a detailed discussion of these points, see Clare W. Barker, Ira D. Anderson, 
and I D Butterworth, Principles of Retailing, 3rd ed. (New York: McGraw-Hill, 1956); 
William R Davidson and Paul L. Brown, Retailing Management, 2nd ed. (New York: 
Ronald, 19W); and Delbert J. Duncan and Charles F. Phillips, Retailing Principles and 
Methods, 5th ed. (Homewood, 111.: Irwin, 1959). 
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With the decreasing storage space in the average home, the retailer’s 
function of storing goods until they are wanted has become of increasing 
importance to the consumer. But in spite of the growing importance of this 
service to consumers, the amount of stock which it is necessary for the re- 
tailer to have on hand to do a given volume of business is now less than it 
has been in the past. This is because the superior services now rendered as 
a result of modern improvements in transportation and communication en- 
able him to secure goods on short notice. He has, therefore, been able to 
pass the services of storage back to the wholesaler or manufacturer to a con- 
siderable extent. On the other hand, owing to the great increase in the 
variety of goods demanded, most retailers must carry an increasingly diverse 
assortment of commodities, even though a small stock of each is enough to 
give adequate service to consumers. 

The function of grading is not usually perfonned by retailers, although 
it is necessary for them to sort out imperfect, damaged, and depreciated mer- 
chandise from time to time. The retailer, however, does render an imi>ortant 
service in breaking down the shipments of manufacturers and wholesalers 
into the smaller lot sizes demanded by consumers. Most consumer goods arc 
dispersed through wholesale channels in larger quantities than are needed 
by individual consumers. It is thus necessar>- for the retailer to sort, and 
sometimes to repackage, these goods into smaller units for resale. 

Finally, risk arising from the ownership of goods and the necessity of 
selling them at a profit must be borne by the retailer. If he 'docs not have 
the products his customers call for, if fashions change, for example, after 
he has purchased, he is in danger of losing his patronage and of having un- 
salable stock left on his hands. Goods may also deteriorate. Or, having made 
sales, he may not be able to collect his accounts. And finally he, in common 
with other businessmen, may be the victim of local or general economic 
depression. 

Classification of Retail Establishments 

Retail establishments may be classified in many ways. Only an outline 
of these various bases of glassification will be presented here. Fqrther analysis 
of retail structure and institutions in this and subsequent chapters will be 
based upon these classifications. 

Type of Operation. The first method of classifying retail Qjstablishments 
is according to the type of operation. Four common types of operation can 
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be distinguished: (1) the retail store, (2) mail order selling, (3) house-to-house 
selling, and (4) automatic vending. The retail store is a place of business 
in which goods of various kinds are as.semblcd for sale to the ultimate con- 
sumer. Since this is the predominant method of selling at retail, the use of 
the term “retailing” is commonly associated with this method of selling to 
final consumers. In mail order selling, orders are received through the mails 
and delivered by mail, parcel post, express, and freight. Orders are normally 
made from printed catalogs and other mailing pieces containing descriptions 
and prices of the merchandise offered. Catalogs and mailing pieces are some- 
times supplemented by the use of ncw.spaper, magazine, radio, and television 
advertising. House-to-house selling is distinguished by the fact that repre- 
sentativ'es of the seller canvass potential buyers at their homes or by tele- 
phone. In automatic vending, goods stocked in a vending machine are re- 
leased to the purchaser on deposit of the money called for. 

Location. Retail stores, as distinguished from other types of retail estab- 
lishments, may be classified according to their location. They can be de- 
scribed J1S T'>nl, small town, neighborhood, outlying and suburban shopping 
district, and downtown or central business shopping district. In addition, 
there arc public markets in cities, roadside stores and stands of various types 
on main highways near cities, and mobile nonstore retailers such as house- 
to-house camassers. 

Retail stores tend to be grouped together in trading centers. The number 
of stores in a trading center ranges from the single general store at the rural 
crossroads to the multitude of stores of practically every description found 
in the city shopping district. In small towns the trading center is likely to 
include a variety of retail stores, from which most of the daily needs of the 
community may be satisfied. These fonn the center of the town. Larger 
towns and small cities ha\e one main shopping center and several neighbor- 
hood centers. In the metropolitan areas there is usually one main shopping 
center, such as the “loop” in Chicago, smaller but often very important centers 
in outlying districts and suburbs, and neighborhood centers of varying impor- 
tance. 

Size. Retail establishments vary' greatly in size. They range from the very 
small family-operated store with a sales volume of only a few thousand dol- 
lars per year to the very large cstablishme’-st, such as R. H. Macy in New York, 
which occasionally docs a million dollar volume in a single day at a single 
location. Tlicre is no convenient and ready-made system for classifying re- 
tailers by size, although certain data will be presented in the subsequent 
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discussion. In general, there is a tendency to refer to retail businesses ps 
being either large scale or small scale. Department stores, supermarkets, the 
laige mail order houses, and chain store systems are examples of large-scale 
retailing, whereas the family-operated independent constitutes the typical 
example of small-scale retailing. Obviously, there are many firms that do 
not fit into either of these extreme categories, and any distinction made 
between large-scale and small-scale retailers is a somewhat arbitrary one. 
Nevertheless, there are important differences in operation between the two. 

Merchandise Lines. Retail establishments are also popularly classified 
according to the main type of merchandise handled, such as food, hardware, 
drug, variety, apparel, automotive, and building supplies stores. Each type 
can be further divided. Among food stores, for example, important subgroups 
are grocery stores, meat markets, fruit and vegetable markets, candy and con- 
fectionery stores, bakeries, and delicatessens. Some retail establishments 
handle a wide variety of product lines and are not easily classified according 
to the main type of merchandise handled. Department stores and other gen- 
eral merchandise establishments are examples in point. Special names have 
been given to certain types of retail establishments, such as supermarkets and 
discount houses, which are descriptive partly of the merchandise handled and 
partly of particular methods of operation. 

Ownership and Control. Finally, retail establishments may be classified 
according to their ownership and control. From the point of view of owner- 
ship alone, retail stores can be divided into those owned by individuals, by 
partnerships, and by corporations. Type of ownership also distinguishes a 
miscellaneous group of retail stores including consumer cooperatives and state 
liquor stores. More useful, however, is a division based on both ownership 
and control. Here the principal distinction to be made is that between in- 
dependent stores and chain stores. Independent stores, however, especially 
in the food field, have banded together into contract chains^ in order to 
compete more eflfectively with the regular corporate chains. 'ITius there is 
a third type of ownership and control, even though it is merely a variant 
of the independent form. In addition, it seems desirable to include the con- 
sumer cooperative in any detailed discussion based on ownership and control, 
not so much because of its importance as a retail institution in the United 
States— since it is of very minor significance— but more because )t represents 
a different form of marketing organization. The discussion of these four 

^ The term “contract chain” is used in preference to the more commipn term “vol- 
untary chain.” As used by Nystrom, it appears to be the more accurate designation, since 
such chains arc usually based on contracts of independent stores with wholesalers or with 
other independent stores. Sec Paul H. Nystrom, Retail Store Operation, 4th ed. (New 
York: Ronald, 1937), p. 8. 
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variations in ownership and control of retail establishments appears in Chap- 
ter 12. In the meantime, we shall return to the other bases of classification 
outlined in this section and discuss them at greater length. 

TYPES OF RETAIL OPERATION 

There are four principal types of retail operation: (1) retail stores, (2) 
mail order houses, (3) house-to-housc, or direct selling, organizations, and 
(4) automatic vending operators. Of these four, as will be noted from the 
data in Table 8-2, the retail store is predominant. In 1958 retail stores con- 


Table 8-2 

Retail Establishments by Type of Operation: Number of Establishments, 
Sales Volume, and Number of Employees, United States, 1958 



Establishments 

Sales Volume 

Employees 

Type of 
Operation 

Number 

Per Cent 
of Total 

Amount 
(in thousands 
of dollars) 

Per Cent 
of Total 

Number 

Per Cent 
of Total 

Retail Stores 

1,713,646 

95.8 

194,245,150 

97.3 

7,687.585 

97.3 

Mail Order Houses 

2,550 

0.1 

1,986,168 

1.0 

98,206 

1.1 

Direct Selling 

Organizations 

65,977 

3.6 

2,573,622 

1.3 

105,562 

1.3 

Vending Machine 

Operators 

8,152 

0.5 

841,523 

0.4 

19,930 

0.5 

Total 

1,788,325 

100.0 

199,646,463 

100.0 

7,911,081 

100.0 


Source: U.S. Census of Business: I95S, Retail Trade, U.S. Summary (Washington, D.C.: 
U.S. Department of Commerce, Bureau of the Census, 1960), pp. 1-9, 1-10. Percentages 
computed by the writers. 


stituted more than 95 per cent of all retail establishments, obtained over 97 
per cent of total sales volume, and employed more than 97 per cent of all 
retail personnel. Mail order selling is the least important type of operation 
from the standpoint of number of establishments. However, these establish- 
ments tend to be operated on a considerably larger scale than is true 
of either direct selling organizations or vending machine operators. The 
result is that mail order selling is of mu: h greater relative importance with 
respect to sales volume and number of employees than it is with respect to 
number of establishments. In all three aspects, however, it ranks below 
house-to-house selling. Automatic vending is the least important type of 
operation with respect to sales volume and number of employees. - 
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Retail Stores 

It is not difficult to see why retail stores dominate the retail field. They 
have many advantages over the other types of operation. Tliey are conveniently 
located and readily available to the consumer. Merchandise can be purchased 
promptly and on short notice as the consumer needs it. The merchandise 
can be inspected by the buyer. In many cases it can be fitted and adapted 
to his particular needs. Services of various types are usually rendered by retail 
stores, services which cither are not available from other types of operation 
or are available only at some inconvenience to the consumer. 

For these and many other reasons, the retail store is the dominant type 
of operation. Further analysis of the various types of retail stores and of their 
relative advantages and disadvantages will be made in subsequent chapters. 
Before undertaking that analysis, however, it is desirable to consider the other 
three types of operation, which under certain circumstances and for certain 
types of products do have an important place in the retailing structure. 

Mail Order Retailing 

Many types of firms sell by mail. Ordinary' retail stores, especially depart- 
ment stores, may have a policy of accepting mail orders, and many of our 
larger retail institutions have special mail order departments and actively 
solicit such orders. Many manufacturers and some wholesalers make at least 
some retail sales by mail. We shall not be concerned here, however, with 
mail order activities which are carried on merely as adjuncts to the main 
selling operation. Our interest is in the retail establishment which has as its 
primary method of operation the receipt of orders through the mail and the 
delivery of merchandise by means of parcel post, express, and freight. 

Importance of the Mail Order House, llic great mail order house is a 
unique American institution. Although business has been done at retail 
through the mails perhaps since the establishment of the postal service, this 
particular development dates only from the establishment of Montgomery 
Ward and Company in 1872.® Two major types of large mail order houses 
have developed. One carries a great variety of merchandise of all kinds, while 
the other handles more restricted lines but in wide assortments. Seah, Roebuck 

* Melvin T. Copeland [in The Cottoji Manufacturing Industry of the tjnited StateSf 
Harvard Economic Studies, Vol. VIII (Cambridge: Harvard University fress, 1912)], 
speaking of the cloth merchants of the nineteenth century, states (p. 194) that “they had 
agents in various cities to whom they consigned goods, and they also solicited orders by 
post through advertisements in the newspapers of the different cities.” Although such 
sales were probably at wholesale, it shows that the method is not new. 
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and Company and Montgomery Ward and Company carry the widest lines, 
followed by such firms as Spiegel and Aldcns with more restricted but never- 
theless very wide lines. There arc also numerous firms specializing in the dis- 
tribution of particular products by mail. Most of these, however, are small. 

Tlie 1958 Census of Business enumerated 2,550 mail order establishments 
with total sales volume of almost $2 billion. Actually most mail order volume 
is obtained by a small percentage of the establishments. For example, the 
1958 census data indicated that the 40 largest establishments— those with a 
sales volume of $5,000,000 or more— did 83 per cent of the total volume 
of business, llius it is evident that there are many small establishments in 
the mail order field but that the industry is dominated by the large houses 
which are the subject of the present discussion. The two largest firms— Sears, 
Roebuck and Montgomery Ward, which together operate some 20 houses— 
probably account for 60 to 70 per cent of total volume.® 

Table 8-3 


Mail Order Houses: Number of Establishments 
and Sales Volume, United States, Selected Years 


Year 

Number of 
Kstablishments 

Sales Volume 

Amount 
(in thousands 
of dollars) 

Per Cent of 
Total Retail 
Sales Volume 

1929 

271 

515,237 

1.0 

1939 

434 

537,413 

1.3 

1948 

880 

1,485,352 

1.1 

1954 

2,019 

1,604,939 

0.9 

1958 

2,550 

1,986,168 

1.0 


Sources: U.S. Census of Business: J939, Vol. I, Retail Trade^ Part 1, p. 12; U.S. Census 
of Business: 1948, Vol. I. Retail Trade, Part 1, p. 20; U.S. Census of Business: 1954, Vol. I, 
Retail Trade, p. 1-6; U.S. Census of Business: 1958, Retail Trade, Preliminary Area Re- 
port, p. 5. All sources arc from the U.S. Department of Commerce, Bureau of the Census, 
Washington. Percentages computed by the writers. 

Changes in Importance, The data in Table 8-3 show the changes that 
have taken place in retailing by mail order houses since 1929. T'he increase 
in number of establishments between 1^79 and 1958, on the face of it, 

® See sales estimates of G. }. Cullinan, ‘'Current Trends in Catalog Selling,'' in John 
W. Wingate and Arnold Corbin (eds.). Changing Patterns in Retailing (Homewood, 111.; 
Irw'in, 1956), p. 103. The retail stores of Sears, Roebuck account for 78 per cent of its 
total volume, which was a little over $4 billion in 1959, leaving 22 per cent in catalog 
sales. The catalog sales percentage for Montgomery Ward is probably somewhat higher. 
See Business Week, January 4, 1958, p. 83. 
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appears to be astounding. There seems to be little doubt that a large increase 
has taken place, although it is probably considerably overstated by the figures 
shown. Improved methods of canvassing, especially those used by the Census 
in 1954 and 1958, have resulted in locating many small businesses not pre- 
viously enumerated. Nevertheless, such large and consistent increases in the 
number of establishments must have some basis in fact. I'he increases are 
difficult to explain, especially in view of the fact that the relationship of mail 
order sales volume to total retail sales has not ehanged greatly during the 
period. 

The American conditions that originally favored the development of mail 
order selling have been summarized by Nystroni, and include the following: 

(1) the former isolation of farm life in America, (2) high literacy and wide 
circulation of periodicals, (5) increased earning power and rising standard 
of living of the people, (4) inadequacy and nnpreparedness of local retailers, 
(5) lower prices, (6) convenience of the mail order method, (7) unconditional 
guarantee of satisfaction or money refunded, (8) a reputation for truthful 
advertising, (9) improvement of the post office system including the establish- 
ment of parcel post, (10) rapid service in sending out orders, and (11) effective 
merchandising. 

These conditions began to change during the twenties and have continued 
to change since that time. The farm population has declined and those who 
have remained on the farm are ho longer isolated. The common nsc of the 
automobile has brought practically every person in the nation within a few 
hours’ drive of a good shopping center, and the increased earning power and 
higher levels of living which are widespread make it possible for many people 
to forego any savings which might result from mail order buying. More- 
over, the establishment of chain store units in small communities and the 
increased efficiency of local independent retailers have resulted in more 
effective competition for the large mail order houses than formerly prevailed. 

Mail order volume recovered somewhat in relative importance during 
the latter part of the thirties. In 1958, however, it appeared to be again in 
about the same relative position as in 1929. Conditions such as those described 
above seem to indicate that mail order selling is not likely to. increase in 
importance despite the substantial increases in establishments shown by the 
Census. Nevertheless, the mail order house is of considerable interest as a 
retail institution, and some further discussion of its methods pf operation 
is warranted. 

^0 Paul H. Nystrom, Economics of Retailing (New York: Ronald, 1930), Vol. I, pp. 
190-9. 
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Mail Older Methods. Many of the methods of the large mail order house 
are similar to those used by other large retail organizations.'^ Thus, in the 
larger houses, departmentization is carried out to a high degree, and highly 
systematized methods of filling orders have been developed. Orders can be 
assembled, packed, and shipped with a minimum of cost and a maximum 
of speed. In order to afford better service to their widely scattered customers, 
and at the same time lower transportation costs for delivering merchandise 
to them, the large mail order houses have established branches at strategic 
geographical locations in the United States. 

The Mail Order Catalog. Unlike the regular retail store, which must draw 
customers to its place of business and depend upon display, extra services, 
advertising, and personal salesmanship to create demand, mail order houses 
depend primarily upon their catalogs to create demand. The larger companies 
issue catalogs that range from a few hundred pages to more than 1,500. Sears, 
Roebuck and Montgomery Ward catalogs are now issued twice a year, and 
are sent to regular customers and to others on request. They are often sup- 
plemented by smaller catalogs which arc used to announce special sales. The 
cost of tl>t, ia.gcr catalogs is substantial and the work of issuing them is most 
difficult. Copy must be prepared months in advance, and prices must be 
determined before the catalog can be printed. The pricing problem is espe- 
cially acute during periods of rapid price changes. 

Cash and Instalment Sales. Another feature which from the beginning 
has been an almost tiniversal characteristic of the mail order business is the 
sale of goods for cash. But with the addition of many high-priced items and 
the increased use of instalment credit by many competing retail stores, it 
became necessary to offer instalment terms on high-cost merchandise. At the 
present time, complete credit service is usually available from the major mail 
order houses, including 30-day charge accounts, revolving credit terms, and 
instalment payments for any order except that an initial order must currently 
amount to $20 in the case of Scars, Roebuck and Montgomery Ward. Unique 
among mail order houses, Spiegel has solicited business exclusively on an 
instalment basis. A small volume of sales has been made for cash, but the 
bulk of its business has been on the instalment basis with no down payments 
required. Tire introduction of instalment selling has not only facilitated the 
sale of high-cost merchandise but has had a tendency to induce purchasers 
of less costly items to increase the size ol iheir orders in order to reach the 
minimum credit-order size established by the various companies. 

» For an interesting and illuminating discussion of the mail order business, sec Boris 
Emmet and John E. Jeuck, Catalogues and Counters: A History of Sears, Roebuck and 
Company (Chicago: University of Chicago Press, 1950). > 
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Order and Telephone Offices, With the decline in importance of the 
farm population, mail order houses sought methods of attracting urban con- 
sumers. Even prior to World War II, the large houses had established urban 
order offices and had located mail order desks in their own retail stores. Since 
World War II, they have expanded the use of these order offices substantially, 
and recently have even located them in supermarkets operated by food chains. 
Telephone offices have also been established. In some large cities, the con- 
sumer can order by telephone and the merchandise will be delivered the 
following day by truck. It is estimated that more than 40 per cent of all mail 
order volume is now done through order offices, order desks, and telephone 
offices.'* Since shipments are made in bulk to the order offices, with a re- 
sulting saving in transportation costs, and since telephone orders arc usually 
delivered by truck, it is obvious that much of this business does not involve 
in any way the use of the mails. 'Fhus the term ''catalog selling’' is sometimes 
used in preference to the older and more established term "mail order selling." 

Advantages of Mail Order Retailing. The large mail order houses possess 
certain advantages in relation to other retailing institutions. The great variety 
of merchandise which they handle, exceeding by far that of most of their 
nearest competitors— the large department stores— enables the two largest 
companies to appeal to persons in all sections of the country. Goods of all 
descriptions to fit widely diversified needs can be obtained on relatively short 
notice from the home plant or nearest branch of the mail order organization. 
The middle-sized finns, some of which can be compared to soine extent with 
women's specialty stores, carry more items than many department stores and 
large specialty stores and have similar advantages in their more limited lines. 

In addition to its universal appeal, the mail order house through its 
elaborate catalogs affords the entire family the convenience of shopping for 
goods while in the home. I’he complete descriptions of the merchandise 
offered for sale, the attractive illustrations of needed commodities, and the 
extensive assortments from which to choose appeal strongly to the entire 
household. The catalog is available for immediate reference and can be 
perused at leisure. Few people are willing to take the time during business 
hours to go over the entire stock of the retailer's store, and few retailers would 
allow them to do so, but the goods of the mail order houses arc always at 
hand through their catalogs for what approximates just such inspection. Tlie 
larger houses, moreover, have made great strides in improving thi appearance 
and convenience of their catalogs. As a result of improved printing processes, 
they have been able to include hundreds of pages of colored illustrations. A 

^*G. J. Cullinan, op.cit, p. 105. More than 1,000 order offices are maintained by 
the larger houses in addition to order desks in retail stores and telephone offices. 
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large proportion of the remaining illustrations are in rotogravure, and de- 
scriptions of new merchandise and price changes can be added a few days 
before the time of publication. ITiis change has enabled them to carry fashion 
lines much more effectively and to add up-to-date novelty items at a much 
later time than was formerly possible. 

An important factor in the success of the better houses is their reputation 
for integrity, and the confidence on the part of their customers that goods 
purchased will be as represented or the purchase price will be refunded. This 
advantage is not confined to the mail order business, but because of the 
distance of customers from the house and the fact that cash is frequently sent 
with orders, it is undoubtedly an essential element in creating and retaining 
business. Many a customer has been kept, and many a new one made, through 
the policy of allowing goods to be returned at the expense of the firm and 
refunding the purchase price of the article without question. This guarantee 
of complete satisfaction to the buyer has been one of the chief factors upon 
which the success of mail order selling has been built. 

In spite of the appeals to other buying motives, price remains a major 
selling argument of the large mail order establishments. That they sell some 
articles at lower prices than do competing retail organizations is undoubtedly 
true; that most of their sales arc made on this basis is not so evident, par- 
ticularly when the cost of delivery, usually paid by the customer, is considered. 
But that they compete successfully by using a price appeal can hardly be 
questioned. 

Mail order houses have certain cost advantages in relation to retail stores 
in that they dispense with many of the more expensive selling services. They 
do not require high-rent locations, expensive selling fixtures, or sales personnel. 
On the other hand, the expenses involved in issuing catalogs and in filling 
orders are substantial. It is usually assumed that mail order houses have some- 
what lower operating costs than do the retail stores which constitute their 
greatest competition, but there is little specific information on the subject. 
Actually, because of the integrated nature of their operations, it is difficult 
to compare costs of operation of mail order houses with those of competing 
retailers who buy through the ordinary' wholesale channels, or even with chain 
store competitors, because chains do not carry as complete lines or integrate 
in a completely parallel way. In common with other large retail organizations, 
however, tlic large mail order houses do ha.c buying advantages which make 
it possible for them to sell on a price basis. 

Disadvantages of Mail Order Retailing. Tire greatest disadvantages under 
which the mail order house operates arise out of the distance that separates 
the house and its customers. This makes it necessary for the purchaser to 
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wait some time before his order is received, and so handicaps the sale of 
products consumers wish to have as soon as the desire is felt. Most consumers 
do not plan their purchases of products for current use very far in advance 
of the time they consume them. It follows that orders for such commodities 
may not be mailed in time for deliveries to be made before the products arc 
needed. Moreover, the distance of the average purchaser from the mail order 
house necessitates the payment of transportation costs, which add considerably 
to the total price paid and so tend to offset the price appeal of the catalog. 
Deliveries, moreover, are necessarily slow, compared to the convenient and 
immediate delivery from the retail store. Not only is delivery slow, but re- 
packing and shipping goods which the purchaser desires to return is a chore 
not commonly relished. 

Another great handicap in selling goods by mail is the lack of personal 
relations. The merchandise the mail order house sells is effectively described 
in its catalog and an attempt is made to foresee all of the questions that 
will arise in the mind of the prospective customer, but a catalog cannot be 
a complete substitute for a good salesman. It cannot meet unforeseen ob- 
jections, nor can it give the customer personal advice and assurance that the 
article in question will meet his particular needs. Moreover, the buyer does 
not see the goods before purchase, an especially significant disadvantage in 
the sale of clothing, furniture, and other products for which style and design 
are important. No matter how generous a concern may be with its guarantees 
of satisfaction, many customers do not like to bother with rctirming goods 
or to find, after waiting several days for goods, that they arc not what was 
wanted or that a part of the order was not filled, llic best houses, through 
the excellent descriptions of their goods, have gone far in eliminating these 
difficulties. But there are many articles which are difficult to describe accu- 
rately, and even with the best of descriptions and of intentions the purchaser 
may be led astray or left in an uncertain state of mind. 'Fhcre are also dis- 
advantages in buying some large items, particularly mechanical and electrical 
devices such as television sets and sewing machines. For no matter how 
generous the mail order company’s adjustment policy, if such articles prove 
to be unsatisfactory or defects develop, the customer finds it troublesome 
to secure proper servicing and adjustments. 

Finally, there are disadvantages with respect to the time lags involved in 
the basic nature of mail order operations. ITiese apply particularly to changes 
in fashion and in price, and the mail order house must assume ^a somewhat 
greater degree of risk than does the ordinary retail store. By judicious buying, 
retail stores are able to buy style goods and sell them before there is time 
for fashions to change. But the mail order house must make its purchases, 
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have the descriptions and engravings made for its catalog, and have the 
catalog printed and distributed before making a single sale. Thus several 
months sometimes intervene between the purchase and sale of goods. In 
the meantime, fashions may have so changed that there is no demand for 
the merchandise. In times of rapidly changing prices, the fact that the prices 
published in the catalog will prevail until another is published may cause 
considerable difficulty. When prices are rising, orders increase and many 
orders will be filled from stocks that may have to be purchased at a higher 
cost than was anticipated when the goods were priced. This will be true 
unless an adequate supply was purchased or contracted for at lower prices, 
or unless the order for the higher-cost goods is not filled. When prices are 
falling rapidly, the catalog prices are often higher than are those in com- 
peting stores, and volume suffers. 

Conclusions. Large-scale mail order retailing came into existence to serve 
the rural population of the United States. For many years, it was closely 
tied to one class of customer— the farmer. As the farm population declined 
relative to the urban population and as the automobile relieved the isolation 
of the farmer, mail order retailing also declined in relation to the retail store. 
Mail order houses have adapted their operations to these social changes and 
now direct much of their promotional effort to urban consumers. For many 
such persons, order and telephone offices— as well as the direct mail order 
from the catalog— represent a convenience in shopping that is not available 
in the crowded retail stores located in congested shopping areas. 

There is little evidence, however, to indicate that mail order retailing 
will make a major comeback. Despite what appears to be a significant in- 
crease in numbers of establishments since 1929, sales volume relative to 
total retail sales has remained constant since that time. There is no reason 
to believe that this trend will change, a fact recognized by the two large 
mail order firms during the late twenties when they began to establish retail 
stores. Since that time, both Scars, Roebuck and Company and Montgomery 
Ward and Company have devoted their principal efforts to the expansion 
of their chains of retail stores. In more recent years, other firms— for example, 
Spiegel in 1946— have followed suit. 

llie mail order house is sufficiently well established as a retail institution 
that it will continue to exist, probably with about the same degree of relative 
importance that it now has. The larger operations have sizable investments 
in consumer acceptance, as well as in fixed assets, which will not be readily 
liquidated. But the development of low-cost types of retail stores— the chain 
store, the supermarket, and the discount house— has brought greater price 
competition into retailing and has reduced the effectiveness of" the major 
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sales appeal of the mail order house, namely, that it could sell merchandise 
at lower prices than could competing retail stores. 


House-to-House Retailing 

House-to-house selling is one of the oldest forms of retailing, the name 
‘‘peddler*' being applied to those persons who engaged in the practice in 
medieval Europe and colonial America. The method differs from other types 
of operation in that the entire initiative is taken by the seller. No retail store 
is maintained; the articles offered for sale, or samples, are brought to the 
home of the prospective purchaser. In some cases the entire transaction is 
completed at once, whereas in others orders are taken and the goods delivered 
later, either by the salesman or by mail or express. In such cases a small de- 
posit is usually paid by the buyer, this amount often representing the re- 
muneration of the salesman, and the remainder of the sales price is normally 
paid upon the anival of the merchandise. 

Importance of House-to-House Retailing. In 1958 the Census of Business 
enumerated 63,977 establishments of direct selling organizations with a sales 
volume of more than $2.5 billion, or 1.3 per cent of all retail sales. I’his 
latter figure represents the same percentage of total sales volume as existed 
in 1954, despite a decline in number of establishments between the two years 
of almost 10 per cent. Census enumerations prior to 1954 were made in 
such a way that many small home-operated organizations wcrc^ot located, 
and it is not possible to make accurate comparisons with previous ycars.^® 
Probably there has been some increase in the relative importance of house- 
to-house retailing since 1929,^* but it is still a minor factor in total retail 
trade. It should be noted, however, that the census figures do not include 
house-to-house sales made by the outside salesmen of retail stores, nor do 
they include such sales of manufacturers or wholesalers who do not main- 
tain separate sales headquarters. 

For some products, house-to-house retailing is an important method of 
distribution.^ Most encyclopedias and other reference books are sold in this 

For example, in 1948 only 3,451 establishments were located. These establishments 
did 0.5 per cent of total retail volume. US. Census of Business: 1948, Vol. I, JKetail Trade, 
Part 1 (Washington, D.C.: U.S. Department of Commerce, Bureau of the Census, 1952), 

p. 20. 

i^Tlicre is little doubt that a significant increase in direct selling took place during 
the depression years of the thirties. In 1933 such organizations accounted for^O.? per cent 
of total retail sales compared with 0.2 per cent in 1929 and 0.4 per cent }n 1939. See 
U.S. Census of Business: 1939, Vol. I, Retail Trade, Part 1 (Washingtoni D.C.: U.S. 
Department of Commerce. Bureau of the Census, 1943), pp. 11, 30. 

i®Sce Victor P. Buell, "Door to-Door Selling," Harvard Business Review, May-June 
1954, pp. 113-23. 
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way. A considerable volume of household goods are sold door-to-door by 
Stanley Home Products, Fuller Brush Company, Tupperware Home Parties, 
and other firms. Electrolux in vacuum cleaners and Avon Products in cosmetics 
are leading firms that use housc-to-house methods exclusively. According to 
census data, almost one half of the total sales of direct selling organizations 
is obtained in food products.^® Not only are milk and bread route companies 
of some importance in this field, but there also exist several packaged food 
specialty houses that operate through truck route salesmen. Jewel Tea Com- 
pany and Grand Union arc the best known of the latter type, although both 
now obtain the bulk of their sales from their retail stores.^^ 

Advantages of Hoiise-to-House Retailing. The principal reason for door- 
to-door selling is that it permits an aggressive sales effort and thereby results 
in a larger sales volume than tlie seller would otherwise obtain. The salesman 
does not wait for the consumer to make the initial contact; rather he calls 
on the consumer and attempts to create a desire for his product. Obviously, 
many of the salesman’s calls are unproductive. On the other hand, he does 
succeed in attracting the consumer's interest in a sufficient number of cases 
to make this type of selling profitable. And in these cases, he usually has the 
full attention of the buyer for a period of time without serious interruption 
and without the presence of competing merchandise to distract the buyer's 
attention. Under these conditions, a skillful and well-trained salesman can 
achieve a high sales volume. And the interests of the consumer are not neces- 
sarily poorly served by this arrangement. One of the frequent criticisms of 
retail store salespeople is their lack of merchandise knowledge and the poor 
selling ser\'ice that they gi\'e. Certainly, the housc-to-house salesmen of the 
reputable firms are much superior to the average retail store salesperson in 
these respects. 

From the viewpoint of the consumer, there may be a certain amount of 
convenience in buying from house-to-house salesmen. Purchases are made 
with a minimum of effort and do not have to be carried home by the buyer 
as is sometimes the case with purchases made at retail stores. Modern-day 
problems of traffic congestion and lack of parking space have worked in favor 
of direct sellers who provide regular neighborhood delivery service. On the 
other hand, purchasing from door-to-door salesmen is not basically a con- 

Obviously, liousc to house sales of food i-.i;xlucts are a negligible proportion of 
total retail food sales. For a breakdown of house- to housc sales by product groups, see 
U.S. Census of Business: 2954, Vol. I, op.cit., p. 1-6. 

IT Jewel Tea entered the retail store field in 1932. By 1956 its retail stores accounted 
for 77 per cent of its retail volume. For an interesting account of the company’s opera- 
tions, see John S. Wright, "A Brief Marketing History of the Jewel Tea Company/’ 
Journal of Marketing, April 1958, pp. 367-76. ^ 
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venient method of buying if done on a large scale. Too much time would 
have to be spent in selecting the desired products from the many available. 
So long as only a few products are sold in this way, it may be more convenient 
for some consumers to buy them in this way than to obtain them at a retail 
store. If the selection of merchandise available on a house-to-house basis were 
to be greatly enlarged, and the number of different salesmen visiting the home 
were thereby greatly increased, this advantage of convenience would disappear 
rapidly. 

Finally, house-to-house selling is a flexible method of retailing. There is 
no fixed investment in a retail store with a specific location. As population 
moves from one area to another, the house-to-house salesman can easily fol- 
low it while the retail store must dispose of existing facilities, perhaps at a 
loss, and obtain new ones. House-to-house selling organizations also have 
greater flexibility with respeet to costs. There is a minimum of overhead and 
the sales force is usually paid on a straight commission basis. If sales volume 
declines, expenses arc more likely to decline proportionally than would be 
the case for the retail store, which has a higher ratio of relatively fixed costs. 

Disadvantages of House-to-House Retailing. One of the principal diE- 
culties encountered by house-to-house salesmen is a certain amount of con- 
sumer skepticism and even distrust. Many people dislike being bothered and 
having their work interrupted by the salesman’s call. Others ha\c a fear of 
fraudulent schemes or are afraid that they will contract to buy something 
which they will later decide they do not want. The result is Uiat many of 
the salesman’s calls are unproductive. F.ven when the salesman gains access 
to the household, the time required to make a sale is likely to be greater than 
is true of a retail store sale because in the latter case the buyer often has 
been presold on the merchandise. In order to save selling time, some direct 
selling firms now have salesmen make two calls. On the first visit, the salesman 
leaves a catalog; a few days later he returns and takes the order. 

Probably the greatest management problem faced by house-to-housc or- 
ganizations is that of recruiting and training sales personnel. The problem 
is an especially diEcult one in prosperous times when employment is easy 
to obtain. Turnover rates of as much as 300 per cent per year are not un- 
common.^* Obviously, the expense of recruitment and training is substantial, 
not to mention the loss of sales volume that results from replacing experienced 
persons with inexperienced ones and the disruptions in territotial coverage 

'•Victor P. Buell, op.cit., p. 117. In eleven months of 1956, the Fuller B^ush Company 
hired 15,377 men and lost 15,382. See "Fuller’s Twist on Door-to-Door," Business Week, 
December 8, 1956, pp. 52 ff. 
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that take place when shifts in personnel are being made. Most house-to-house 
firms claim to be continually understaffed anyway. In an effort to solve these 
manpower problems, some firms employ a great many women on a part-time 
basis, although turnover of this type of personnel is substantial also. 

House-to-house retailing is basically a high-cost method of distribution. 
Although most consumers probably do not realize this, there undoubtedly 
is some resistance to the high prices that often result from these high costs. 
There are several reasons for this cost situation. In the first place, selling 
costs are high, and commission rates paid to salesmen (up to 40 per cent) 
often equal or exceed the total markup obtained by retail stores. In addition, 
field managers are usually necessary and this is an added expense. In many 
firms, they are paid a commission on the sales of each salesman they super- 
vise. There is a substantial amount of record-keeping expense, both with 
respect to personnel and with respect to orders and shipments. Orders are 
handled and shipped in small quantities, no doubt at a higher cost per unit 
than would be incurred if quantities were large. In some cases, these high 
costs of making contact with each individual consumer may be offset by 
the fact that a larger volume is sold, but it seems doubtful that this is 
generally true. Therefore, the high cost of distribution is usually considered 
to be a major disad\'antage of house-to-house retailing. 

Finally, door-to-door selling has been hampered in some communities 
by municipal legislation. The most drastic law of this type is the so-called 
“Green River” ordinance which makes it illegal to solicit business at a home 
except at the specific invitation of the householder. Other municipal laws 
provide for the licensing of house-to-house salesmen, and fees of varying 
amounts are charged for these licenses. Although the Green River type of 
ordinance has been used since the early thirties,*® its constitutionality was not 
finally e.stablishcd until 1951 when the U.S. Supreme Court refused to re- 
view a lower court decision holding it constitutional. The effect of this de- 
cision on house-to-house selling has not been so great as might be expected. 
Most of the communities that have enacted restrictive laws are small ones, 
and the total effect has not been substantial. Moreover, the industry has been 
alert to the problem and has been active in meeting local pressures for such 
laws with counterprcssurcs and educational measures. 

Conclusions. Although a number of the leading business firms of the 
country have used house-to-house selling very successfully, it is not likely to 
become a major factor in our system of retail distribution. The difficulties 
involved in obtaining personnel and the fact that it is a high-cost method of 

*® The 6rst such ordinance was passed in Green River, Wyoming, in 1931. 
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distribution are sufficient reasons to warrant the belief that its growth will 
be limited. It is clearly impossible to obtain the human and other resources 
necessary to make direct contact with millions of households for the purpose 
of selling on a large scale the great variety of products now purchased by the 
average consumer. It is evident that punitive legislation is, on the whole, a 
minor irritant. More fundamental economic factors are present to limit the 
development of house-to-house retailing. 


Automatic Vending 

Automatic vending is a form of retail selling in which merchandise is 
dispensed by means of a machine upon the insertion of coins by the customer. 
The transaction is thus completed without the aid of a salesperson. Automatic 
vending dates back to the early 1800s in Europe and was introduced into the 
United States during the 1880s.^® Early machines were mechanically un- 
reliable, however, and for a period of years sales were limited to penny items. 
In 1926 a workable cigarette vending machine was introduced, an accomplish- 
ment which has since led to the development of an ever greater variety of 
machines selling various types of merchandise. The growth of automatic 
vending has been especially pronounced since World War II. 

Importance of Automatic Vending. The first effort of the Census of 
Business to collect information on the sales of automatic vending machine 
operators took place in 1948 when a total volume of $200 miTlion was re- 
ported.*^ In 1954 there were 5J15 establishments of merchandise vending 
machine operators with total sales volume of $636 million. The 1958 figures 
show 8,152 establishments and $842 million in sales volume. In both 1954 
and 1958, the proportion of total retail sales volume obtained by vending 
machine operators amounted only to 0.4 per cent. Thus automatic vending 
appears to be the least important type of retail operation. Trade estimates, 
however, place vending machine sales at more than twice the level of census 
figures.** Tlie discrepancy is accounted for, in part at least, by the fact that 
the Bureau of the Census does not include receipts of machines owned and 
operated by manufacturers or wholesalers, such as soft drink bottling com- 
panies and tobacco jobbers^, nor docs it include receipts of machines owned 

Martin V. Marshall, Automatic Merchandising (Boston; Graduate School of Busi- 
ness Administration, Harvard University, 1954), p. 5. See also Dorothy S. Washburn, 
"The Evolution of Automatic Merchandising in the United States," in J. II. Westing (ed.), 
Readings in Marketing (Englewood Cliffs, N.J.: Prentice-Hall, 1953), pp. 94-8. 

U.S. Census of Business: 1948, Vol. I, Retail Trade, op.cit., p. 20. 

Sales for 1959 were estimated at $2.2 billion, compared with $600 million in 1946. 
See Business Week, January 16, 1960, p. 76. 
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and operated by the establishments in which the machines are located. The 
census data thus include only the receipts of independent operators.*® 

Vending machines are used most widely in the sale of cigarettes, candy, 
and beverages. It is estimated that more than 15 per cent of all cigarettes, 
20 per cent of candy bars, and 25 per cent of carbonated beverages are sold 
through vending machines.*^ These products, plus ice cream, milk, and coffee, 
are the common items sold through automatic machines. Tliere are, how- 
ever, many products that have been, or arc being, distributed in this manner 
including ice, books, aspirin, postage stamps, razor blades, hosiery, newspapers, 
and many different food items.*® Automatic machines are also widely used 
for in-plant feeding and this is regarded by many as a promising field for 
future development.** Experiments arc constantly being carried on by re- 
tailers to determine which products can and which cannot be sold successfully 
by automatic means.*’^ It is thus evident that automatic vending is an im- 
portant method of retailing for some products. It has had a substantial growth 
in recent years, although sales during the latter part of the fifties appear to 
have leveled off. Nevertheless, the industry continues to be very optimistic 
about the possibilities for future growth, particularly in view of the techno- 
logical improvements that arc constantly being made in the machines them- 
selves to increase their usefulness. 

Advantages of Automatic Vending. The basic advantage of automatic 
vending is that it is a convenient method of buying and selling small items. 
The machine is available at all hours for impulse buying and does not require 
the presence of salespeople. 'ITius it is an ideal selling medium for certain 
types of convenience goods, especially in those cases in which undue expense 
would be incurred if a personal selling operation were to be installed. The 
selling of soft drinks at gasoline service stations, cigarettes in restaurants and 
hotels, and coffee and milk in industrial plants are typical examples of situa- 
tions in which automatic vending is likely to be both convenient and eco- 
nomical in relation to alternative methods of selling. 

In some instances, regular retailers sell certain products by means of auto- 

These operators own and service machines which are located in manufacturing 
plants, sen'ice stations, hotels, restaurants, and other places that have a heavy traffic of 
potential buyers. 

** Aaron Sternheld, “The Salesman Who Never Sleeps,’* Dun*s Review and Modern 
Industry, February, 1957, p. 54, as reprinted in Alfred L, Seelye (cd.), Marketing in 
Transition (New York: Harper, 1958). 

More than forty different products are listed by G. R. Schreiber, Automatic Selling 
(New York: Wiley, 1954), p. 19. 

It is stated that more than one out of every five plants in the United States uses 
vending machines exclusively for employee meals. fWnters’ Ink, November 22, 1957, p. 39. 

F'or accounts of some of these experiments, see Marshall, op.cit., esp. Chaps. 7-11. 
More recent developments are recited in the Printers* Ink article, ibid., pp. 37-9. 
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matic vending machines rather than by conventional methods. These are 
likely to be small items carrying a low markup. The use of machines releases 
shelf space for more profitable items, reduces pilferage, and permits sales- 
people to concentrate on products which require personal selling effort. Al- 
though these advantages may be important ones, the question arises of 
whether the sales volume of the machine-vended items is as great as it would 
be if they were sold in the regular manner. Little is known about this but 
at least one study— admittedly of limited scope— found that the sale of ciga- 
rettes in a restaurant declined in relation to sales of nearby competitors when 
a change was made from counter selling to automatic vending.^* Although 
this is an isolated example, it does point up the fact that there are difficulties 
associated with automatic selling. 

Disadvantages of Automatic Vending. Although it has just been noted 
that convenience is a principal advantage of automatic vending, there arc 
nevertheless numerous inconveniences involved in buying from machines. 
For one thing, they are limited in their stocking capacity and may run out 
of merchandise before time for the regular service call of the operator. This 
results either in inconvenience to the customer or in greater expense to the 
operator for special service. Machines are also limited in the variety of brands 
and items that they can handle. Even a modern cigarette machine carries 
only a small proportion of the more than 100 brands, types, and sizes of 
cigarettes that are available on the market today, thus definitely limiting the 
customer’s selection. Finally, there are mechanical failures. Modern tech- 
nology has done much to reduce these to a minimum but they still exist. And 
there is nothing else quite so irritating to the customer, an irritation which 
may be expressed hy a more or less violent pounding of the machine witli 
the probable result that additional damage will be done to it. 

Automatic vending appears to present numerous difficulties when used 
as a method of selling bulky and heavy merchandise, shopping goods, and 
higher-priced merchandise. There are obvious physical limitations of ma- 
chines which preclude entirely the sale of certain products. But there still 
may be difficulties even if physical limitations arc of little consequence, llie 
consumer cannot touch or examine merchandise that is dispensed by ma- 
chine. There is no salesperson available to answer questions about the product 
and to explain the significance of size and quality designations. In any event, 
the variety of merchandise offered for sale is limited, a fundamental dis- 
advantage in selling shopping goods. Even in women’s hosiery, which has 
been sold somewhat successfully by automatic vending method^ only stand- 
ard sizes can be dispensed and the selection of colors is limited. Moreover, 

Richard R. Still, “The Effect of an Automatic Vending Machine Installation on 
Cigarette Sales.” Journal of Marketing, July 1953, pp. 61-3. 



The Basic Retailing Structure 165 

the price charged tends to be rather inflexible and thus at times somewhat 
above the general market level. Most attempts to sell merchandise at a price 
higher than a dollar have met consumer resistance. The prospective buyer 
usually is inconvenienced by having to obtain numerous coins and then by 
having to insert them into the machine. Although the development of a 
machine that will take paper money and that can make change in amounts 
up to $10 has been announced, it remains to be seen whether shopping goods 
and high-priced products can be sold successfully by automatic vending 
methods. 

A final limitation to the development of automatic vending is that it is 
basically a high-cost method of retailing. Marshall found expense ratios in 
excess of 25 per cent of sales for most operators with ratios of 35 to 50 per 
cent, and even higher, not at all uncommon.*® Thus gross margins are likely 
to be at least as great as those of competing retail stores for the same products 
and in numerous instances probably greater. High operating costs exist for 
several reasons. Vending machine operators must pay commissions to loca- 
tion-owners ard still bear the costs involved in servicing and maintaining the 
machines. Moreover, the investment in machines can be very substantial. 
The cost of candy and cigarette machines is not too great, but a substantial 
investment is required to operate machines dispensing cold drinks, coffee, 
milk, and other products with special requirements. Thus machine deprecia- 
tion is a major item of expense for many operators, along with servicing costs 
and commissions to location-owners. If high traffic locations can be obtained, 
expense ratios can be kept at moderate levels since machine depreciation and 
.servicing costs are relatively fixed. Thus volume is the kty to low-cost opera- 
tions, but high traffic locations are limited in number lud not necessarily 
easy to obtain. 

Conclusions. Automatic vending has had a substantial growth in recent 
years and will probably continue to grow. It docs not, however, pose a serious 
competitive threat to the retail store. The bulk of its sales volume has been 
obtained in a few categories of convenience goods. Expansion of sales volume 
in these lines is expected to continue, and further experimentation no doubt 
will take place with other convenience and semiconvcniencc merchandise and 
with specialized operations such as the vending of toilet articles in college 
donnitories and the provision of automat \ food service on trains and in 
industrial plants. From time to time, efforts have been made to establish a 
fully automatic supermarket but through the use of key-operated rather than 
coin-operated machines. To date, these efforts have not been particularly suc- 
cessful, although it is claimed that the consumer can save a significanf amount 

*»Sec Martin V. Marshall, op.cit., pp. 103-22. 
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of shopping time.** Even a guess would be hazardous as to what the future 
will bring in this respect, but the presently established automatic vending 
industry should continue to grow in importance in the sale of convenience 
goods and in the sale of various products where special conditions exist that 
make regular retailing methods unduly difficult or expensive. 

SUMMARY 

In this chapter we have examined the basic retailing structure: the num- 
ber of retail establishments, sales volume, and the number of persons engaged 
in retailing. We have found that retailing is a very iniportant part of the 
total marketing structure and that the retailer, like the wholesaler, is con- 
cerned with the performance of numerous marketing functions. We have also 
found that retailers may be classified in various ways: by type of operation, 
according to location, according to size, by merchandise lines handled, and 
according to the type of ownership and control that is involved in the opera- 
tion of the establishment. 

These several bases of classification provide the framework for the further 
discussion of retailing. In this chapter wc have examined retail establishments 
according to the type of operation involved. Our analysis of mail order re- 
tailing, house-to-house selling, and automatic vending has been made in some 
detail considering that altogether they do less than three per cent of total 
retail volume. Nevertheless, they are distinctive types and of considerable in- 
terest to the student of marketing. And in the retailing of certain products each 
of these types is of some importance. 

In the four following chapters, we shall continue the discussion of re- 
tailing according to the remaining bases of classification. Tlic next chapter 
is concerned with the location and size of retail establishments. In Chapters 
10 and II we shall discuss retail institutions classified according to the mcr- 
ehandise that they handle, and in Chapter 12 the various forms of owmership 
and eontrol will provide the basis of the analysis. In all four of these chapters, 
the principal concern will be with retail stores. 

*®Thc first such store was developed by Clarence Saunders, who had previously orig- 
inated the Piggly Wiggly storc.s, in Memphis, Tennessee, and w.is called the Kecdoozle. 
It ceased operations in 1949. More recently, the Independent Grocers Alliance h.as at- 
tempted a similar operation. A key is utilized for the selection of inctchaRdisc and pur- 
chases are recorded on a tape. See Printers' Ink, November 22, 1957, p. 37. ^ 
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QUESTIONS FOR DISCUSSION 

Suggest whatever ideas you can to explain the following facts: 

1. Between 1929 and 1939, the number of retail establishments increased by almost 
20 per cent and the number of persons engaged in retailing by 10 per cent, 
whereas the physical volume of retail sales increased by only 6 per cent. 

2. Between 1939 and 1948, the number of persons engaged in retailing increased 
by 40 per cent, the physical volume of retail sales by 22 per cent, but the num- 
ber of retail establishments remained virtually unchanged. 

3. Between 1948 and 1954, the physieal volume of retail sales increased by 22 
per cent, but the number of persons engaged in retailing rose by less than 1 
per cent. 

4. That after all of the above “abnorinar' behavior, between 1954 and 1958 the 
physical volume of retail sales increased by 11.4 per cent and the number of 
persons engaged in retailing by 9.4 per cent. 
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THE LOCATION AND SIZE OF 
RETAIL STORES 


THE LOCATION OF RETAIL STORES 

Retail stores are located, of course, wherever there is a sufficient concen- 
tration of population to warrant the establishment of the particular type and 
size of store desired. Retail stores, however, tend to locate in certain rather 
definite areas and thus to group themselves into clusters which may be called 
shopping districts or shopping centers. These shopping districts vary greatly 
in size and importance depending both upon the size of the city within which 
they are located and upon the specific location within the city itself. Thus 
there are two phases of location that are of interest: (1) the distribution of 
retail trade by size of city, and (2) the locational structure of retail trade 
within a city or metropolitan atea. Each of these phases of location will be 
discussed in the following pages. 


Distribution of Retail Trade by Size of City 

Retail Trade and Population. It is evident even to the casual observer 
that most of our retail stores are located in urban areas and that these stores 
obtain a much greater proportion of total retail sales than do those located 
in rural areas. It is also logical to assume that stores located in cities obtain 
a larger sales volume than would be expected on the basis of their propor- 
tionate share of the total population, since large cities attract n^ny “out-of- 
town” customers from smaller cities and from nearby rural areas, lire actual 
comparison of retail trade to population shows, however, an interesting pat- 
tern. The data are presented in Table 9-1. 

In this table, we are comparing the percentages of retail establishments 
(column 4) and the percentages of sales volumes (column 6) with the per- 
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centages of population (column 2) by city-size groups. Thus cities of 500,000 
or more in population have 17.8 per cent of all retail establishments and 21.0 
per cent of retail sales volume but only 17.6 per cent of total population. At 
the other extreme, towns of less than 2,500 population and rural areas con- 
tain 41.3 per cent of the population but have only 29.1 per cent of retail 
establishments and 19.5 per cent of sales volume. Dividing the percentages 
of establishments (column 4) and sales volumes (column 6) by the population 
percentages (column 2) of the various city-size groups gives us ratios of actual 
establishments and sales volumes to those expected on the basis of population 
(columns 7 and 8). 

An examination of column 7 of the tabic indicates that the largest cities 
have about the expected number of retail establishments based on population. 
Cities of 500,000 or more have only 1 per cent more establishments than 
expected, and cities of 250,000 to 499,000 have only 4 per cent more. As 
cities become smaller, however, there is a consistent and constant increase 
in the ratio of establishments to population, with cities of 2,500 to 4,999 
having 58 per ^v.ul more establishments than would be expected on the basis 
of population. Rural areas, of course, have fewer establishments than would 
be expected. 

With respect to the sales volume ratios in column 8 of the table, the 
data show, as would be anticipated, that stores located in rural areas obtain 
less than one half of the sales \'olumc that would be expected on the basis 
of population. Stores located in urban areas correspondingly obtain a greater 
proportion of sales volume than would be warranted by the populations of 
the respective city-size groups. However, the highest latios of actual sales 
to e.xpccted sales are not found in the largest cities but nther in the cities 
of medium size. Those with more than 500,000 population have sales volumes 
only 19 per cent above expectations, whereas all city-size groups between 
10,000 and 499,999 have sales volumes ranging from 44 to 52 per cent greater 
than would be expected according to population. E,ven those cities from 
2,500 to 9,999 in population have higher sales volume ratios than do those 
of more than 500,000 inhabitants. 

These data on establishments and sales volumes appear to indicate that 
there is a point of population level at which the large city ceases to be at- 
tractive as a retail shopping center, at least in relation to smaller cities. No 
doubt there arc other contributing factors that help to explain the low ratios 
of establishments and retail sales volume to population in the largest cities. 
Nevertheless, there is evidence that retail trade is becoming more and more 
decentralized and that large cities— and in particular the centraP business 



Table 9-1 

Retail Trade Classified by City-Size Groups, United States, 1954, Compaied with 1950 Peculation 
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Source: U.S. Census of Business: I95*f, \'ol. I, Retail Trade (\\\ishington, D.C.: U.S. Department of Commerce, Bureau of the Census, 
1957), pp. n, 1-72. Percentages and ratios in columns (4) and {7) computed by the writers. 
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districts of these cities— are less attractive to the retail shopper than they 
once were. 

The Decentralization of Retail Trade. During the nineteenth century 
and the early part of the twentieth century, the United States had a large 
rural population. Moreover, transportation was slow and it was not easy to 
travel from the farm to the city or from a small town to a nearby large city. 
During these times retail trade was widely diffused, as it must necessarily 
have been to meet the needs of the population. Then came the movement 
of population from the farms to the cities, a movement which reached a 
temporary peak during the twenties but which was resumed after World 
War II. Although specific census data are not available, it is generally under- 
stood that this movement of population resulted in a greater concentration 
of retail sales at the expense, of course, of stores located in rural areas. More- 
over, the development of the automobile and its widespread adoption as a 
means of transportation during the twenties made it much easier for the 
resident of a rural area to shop in the cities. Thus the tendency toward the 
concentration of retail sales in the larger cities is believed to have been espe- 
cially pronounced during this decade. 

Beginning with the thirties, however, this trend appears to have been 
reversed and retail trade has gradually become more decentralized. The rele- 
vant census data for 19?9, 1948, and 1954 irc shown in Table 9-2.^ The 
largest cities, those of 500,000 or more population, show a consistent decline 
in relative sales volume from 24.3 per cent of the United States total in 1939 
to 23.2 per cent in 1948 and 21.0 per cent in 1954. The next two size groups 
do not show' so consistent a trend, but cities w'ith populations of 250,000 to 
499,999 had lower relative sales in 1954 than in 1939 and those with popu- 
lations of 100,000 to 249,999 had a higher relative volume. All smaller city- 
size groups and rural areas gained proportionally between 1939 and 1954, and 
the trend is generally a consistent one although of small magnitude in some 
cases. It is particularly interesting to note the comeback of the rural areas 
(places of less than 2,500 population) from 17.2 per cent of total United 
States sales in 1939 to 19.5 in 1954.® 

1 Data for 1929 are not available for the city size groups shown in Table 9-2. Such 
data as are available indicate a small decrease in relative sales volume between 1929 and 
1939 for cities of 30,000 or more population, for cities of 2,500 to 5,000 population, 
and for rural areas, and an increase (from 18.5 per vcnt to 20.0 i>cr cent of total retail 
sales) for cities of 5.000 to 30,000 population. See (J.S. Census of Business: 1939, Vol. I. 
Retail Trade, Part 1 (W ashington, D.C.: U.S, Department of Commerce, Bureau of the 
Census, 1943), p. 10. 

2 For a more thorough analysis of these changes as reflected in the 1939 and 1948 
census data, see E. J. Sheppard, “ The Growing Importance of the Small-Town Store/’ 
Journal of Marketinj^, July 1955, pp. 14-9. 
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Table 9-2 

Percentage Distribution of Retail Sales Volume by 
City-Size Groups, United States, Selected Years 


City-Size Group 
{number of inhabitants) 

1939 

J948 

1954 

Cities of: 

500,000 or more 

24.5 

23.2 

21.0 

250.000-499.999 

9.4 

7.6 

7.9 

100.000-249,999 

8.9 

9.6 

9.4 

50.000- 99.999 

8.3 

8.4 

8.5 

10,000- 49.999 

19.1 

20.1 

20.4 

5,000- 9,999 

7.2 

7.4 

7.5 

2.500- 4,999 

5.6 

5.4 

5.8 

Areas of less than 2,500 

17.2 

18.3 

19.5 


Sources: U.S. Census of Business: J948, Vol. I, Retail Trade, Part I, p. 14 and 
U.S. Census of Business: 1954, Vol. I, Retail Trade, p. 11, both from U.S. Department 
of Commerce, Bureau of the Census, Wa.shington. 


Tims a definite trend is indicated toward the decentralization of retail 
trade. Tliis docs not necessarily mean, however, that retail trade is returning 
to the same small towns and rural areas that lost trade during the twenties. 
On the contrarj', the small cities, and rural areas that are gaining sales volume 
now are suburbs of large cities and rural nonfarm areas adjacent to these 
suburbs and to the large cities. They are a part of the standard metropolitan 
area ® of the large city, and it is the movement of population to these sub- 
urban areas that has resulted in the relative sales increases of the smaller city- 
size groups. For example, between 1950 and 1955, the population of the 
standard metropolitan areas of the United States increased by 11.5 million 
persons. ITie population gain of the central cities of these metropolitan areas, 
however, amounted to less than two million persons, whereas the population 
gains of the urban areas outside the central cities amounted to more than 
4.5 million persons and of the rural areas outside these same central cities to 
five million.* Tlie increases in population of other urban and rural areas were 
either nominal or nonexistent. Thus the movement toward decentralization 
of retail trade is not necessarily a general one but primarily one of de- 

® For a definition of standard metropolitan area, see footnote 9 in Chap. 5. 

♦ U.S. Bureau of the Census, Current Population Reports, Scries P*20, No. 6^, No- 
vember 2, 1955. Preliminary data from the I960 Census of Population indicate that these 
trends are continuing and that many central cities actually lost population between 1950 
and 1960. 
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centralizing from the large central city to the suburban parts of the same 
metropolitan areas. This belief is supported further by data on retail sales 
volumes within central business districts, central cities, and standard metro- 
politan areas that will be discussed in the next section. 


Locational Structure of Retail Trade Within a City 

Retail stores tend to locate within a city or metropolitan area in a rather 
definite pattern. 'ITiis locational structure reaches its highest degree of de- 
velopment in the larger cities and metropolitan areas, but even in relatively 
small cities some aspects of the structure are well developed and vestiges of 
other aspects can be observed. Retail stores thus may be classified according 
to their location within this structural pattern, as follows: (1) those located 
in the central business district, (2) those located on main business thorough- 
fares or string streets, (3) those doing business in secondary shopping districts, 
(4) those grouped into neighborhood clusters, and (5) those doing business in 
scattered individual locations.^ 

The Central Business District. Stores located in the central business dis- 
trict of a city draw customers from the entire trading area. Such stores tend 
to be the largest ones in the trading area and the dominant stores of their 
type, 'riiey arc usually stores that emphasize ^hopping goods and, to a lesser 
extent, specialty goods. A certain number of convenience goods stores nor- 
mally locate in central business districts, especially cigar stores and drug 
stores. Groceries and petroleum products, however, can usually be purchased 
more conveniently at less congested locations. 

I’he central business district then is the main shopping center of the 
area. It is dominated by department stores and by large departmentized 
specialty stores. It does a large volume of business in men's and women's 
apparel, shoes, jewelry, dry' goods, and general merchandise. A considerable 
volume of furniture and appliances are sold by stores located in the central 
business district, but in recent years the specialized furniture and appliance 
stores have tended to seek other locations.® The reason for this lies in the 
increasing congestion of the central business district. As a result, stores lo- 
cated in this area have been losing sales volume relatixe to stores located in 

5 For a more elaborate classification and a detailed analysis, see Eugene J. Kelley, 
“Retail Structure of Urban Economy,” Traffic Quarterly, July 1955, pp. 411-30. 

« Between 1939 and 1948, the sales of furniture, furnishings, and appliance stores 
located in the central business district of Seattle fell from 65 to 32 per cent of total sales 
of all such stores located in Seattle. Sec L. C. Wagner, “Retail Trends in Seattle,” Journal 
of Marketing, July 1953, p. 54. ^ * 
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outlying areas in virtually all merchandise lines. In some cities, the decline 
in sales volume of the central business district has been absolute as well as 
relative, as will be shown later in Table 9-3. 

String-Street Locations. String streets are main business streets or thorough- 
fares leading out of the central business district. They are heavily traveled 
streets with a substantial amount of automobile and public transportation 
traffic. On these streets are found all t>'pes of retail stores, stores that obtain 
more of their sales volume from people using the street than they do from 
nearby residents. String-street locations are especially attractive to dealers in 
convenience goods, such as gasoline service stations and grocery stores, and 
to certain types of specialty goods outlets, such as automobile dealers. When 
large shopping goods retailers, such as department stores, select string-street 
locations, a secondary shopping district is likely to develop around the location. 
Recent developments in the construction of high-speed expressways in large 
cities have probably reduced the importance and value of string-street loca- 
tions to some extent, but there is little information as yet regarding the effect 
of these developments upon retail trade. 

Secondary Shopping Districts. Since many people in a large city desire 
to shop close to home, secondary shopping districts exist to meet their needs. 
These districts are located in outlying and suburban areas and contain nu- 
merous stores of various types, 'riierc is a considerable emphasis upon con- 
venience goods outlets, but shopping and specialty goods retailers also locate 
in secondary shopping districts. In general, shopping goods stores tend to 
be smaller and to carry smaller assortments than their downtown counter- 
parts. Department stores located in secondary districts arc in fact usually 
branches of the main downtown store and arc controlled from the downtown 
location. Merchandise is usually purchased by the buyers of the main store 
and supplied to the branch.^ 

Most secondary shopping districts in the past have l>ecn unplanned or 
uncontrolled. That is, they developed naturally and conventionally as shop- 
ping centers in response to the needs of consumers and without the assistance 
of a central guiding force or specific over-all plan. Since World War II, there 
has been an important movement toward controlled or planned shopping 
centers. Such centers are developed by an independent promoter or by a 
dominant department store of the area. I'he developer acquires a certain 
amount of land, constructs the store buildings, provides for adequate parking 
space, determines the exact number of each type of retailer that will be 
permitted to come into the area, and in general plans all the details of the 

^The trend toward the establishment of branches by department stores is discussed 
in the next chapter. 
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center. The result is an integrated one-stop shopping center designed to pro- 
vide complete retail service for a definite suburban population area. The 
controlled secondary shopping district has become of such importance that 
it is discussed at considerable length in a subsequent section of this chapter. 

Neighborhood Clusters. Throughout the residential areas of cities, one 
finds a small number of stores grouped together into neighborhood clusters. 
These stores consist almost entirely of convenience goods outlets and service 
establishments and are designed to serve the needs of the residents of the 
immediately surrounding area. A neighborhood cluster is likely to consist 
of one or two grocery stores, one or more specialized food outlets such as a 
bakery or a delicatessen, a drug store, possibly a small variety store, a dry 
cleaning establishment, a barber shop, and a shoe repairing business. The 
stores tend to be small in size and to carry limited assortments. They are 
usually family operated. 

Scattered Individual liOcations. In any urban community', one finds a 
certain number of scattered stores located in residential areas apart from 
other stores. They are usually very small in size and family operated. They 
tend to handle convenience goods. In general, they depend upon fill-in busi- 
ness and often obtain a considerable proportion of their volume by staying 
open evenings and on Sundays. In recent years, this type of store has found 
it more and more difficult to survive. Tlie trend toward night openings by 
downtown stores, as well as those located in suburban shopping districts, 
and the tendcnc; of supermarkets to stay open both in the evening and on 
Sunday has resulted in many instances in the elimination of the small family- 
operated store. 

Conclusions. It is c\'idcnt from the foregoing discussion that the retail 
structure of a city consists basically of a series of groups or clusters of retail 
establishments ranging from the large number of stores located in the central 
business district to the small neighborhood clusters and even individual stores. 
Stores locate in groups Ixcausc consumers in some instances decide to shop 
for a particular good at several different stores lx:forc making a decision and 
in other instances desire to shop for many different items in one shopping 
trip. The basic factor determining the retail structure is convenience to the 
consumer, but convenience is not necessarily to be explained in simple terms.* 
Under certain circumstances, the consume ” may find it more convenient to 
spend thirty minutes in driving to a major shopping center than to spend 
five minutes in walking to a neighborhood store that has a limited selection 

* For a discussion of the various aspects of convenience, see Eugene J. Kelley, “The 
Importance of Convenience in Consumer Purchasing,” Journal of Marketing, "july 1958, 
pp. 32-8. 
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of merchandise. On the other hand, if the consumer knows that parking space 
will be difficult to find once the major center is reached, she may content 
herself with shopping at a smaller center in which merchandise selection is 
limited but parking space is plentiful. 

There are many aspects of place, time, and selection convenience that 
determine consumer shopping habits. It is not necessary to discuss these 
various aspects at length here. But it is important to realize that consumer 
convenience and inconvenience are leading to changes in the retail structure. 

Changes in the Locational Structure of Retailing 

In the previous discussion of the decentralization of retail trade, we have 
noted the trend toward the growing relative importance of the smaller city- 
size groups. In part at least, this trend has been the result of two changes 
that have been taking place in the locational structure of retailing. These 
changes are the decline in relative importance of the central business district 
as a shopping center and the corresponding increase in secondary shopping 
districts, in particular the development of planned suburban shopping centers. 

Decline of the Central Business District. The central business districts 
of many of our larger cities have been deelining in relative importance as 
retail trading centers for a number of years. Since World War II, howe\’er, 
the trend has beeome a general one and much more pronounced. Between 
1948 and 1954, the dollar volume of retail sales for the entire United States 
increased by almost 32 per cent# Out of 95 central business districts located 
in the larger standard metropolitan areas, however, 26 showed an actual 
decrease in dollar volume. Not a single central business district had an in- 
crease in sales volume larger than that for the entire city or the standard 
metropolitan area in which it is located. Table 9-3 shows for 25 selected cities 
the changes in sales volumes between 1948 and 1954 for the central business 
district, for the entire city, and for the standard metropolitan area. The data 
for these selected cities illustrate very well the general trend. 

Reasons for Decline. Most recent studies of downtown and suburban 
shopping behavior indicate that the principal reasons for the decline in the 
central business district lie in the lack of available parking spaced and in the 
general congestion associated with the downtown area.® Tlie lack of parking 
space, combined with rapid transit facilities which are often inadequate and 

® Sec, for example, C. T. jonassen. The Shopping Center versus Downtoien (Columbus: 
Bureau of Business Research, The Ohio State University, 1955); and John P. Alevizos and 
Allen E. Beckwith, Downtown and Suburban Shopping Habits Study of Greater Boston 
(Boston: College of Business Administration, Boston University, 1954). 
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Table 9-3 

Percentage Changes in Retail Sales Volume for Selected Cities of 
the United States by 1 rading Areas, 1954 in Relation to 1948 


City 


Trading Area 

Central 

Business 

District 

Entire 

City 

Standard 

Metropolitan 

Area 

Atlanta, Georgia 

3.6 

46.3 

45.7 

Birmingham, Alabama 

2.0 

24.3 

21.0 

Boston, Massachusetts 

2.7 

23.9 

35.1 

Chicago, Illinois 

-5.1 

17.0 

27.8 

Cleveland, Ohio 

5.5 

17.6 

31.2 

Dallas, Texas 

-1.7 

56.4 

58.9 

Denver, Colorado 

3.3 

39.4 

52.7 

Detroit, Michigan 

-11.1 

21.6 

39.4 

Houston, Texas 

10.2 

51.6 

48.6 

Indianapolis, Indiana 

10.5 

33.5 

34.1 

T \ngeles. California 

- 6.7 

36.6 

50.5 

Louisville, Kentucky 

15.0 

36 8 

40.8 

Miami, Florida 

11.2 

56.7 

69.5 

Milwaukee, W'isconsiii 

-1 0 

20.5 

26.6 

Nashville, Tennessee 

1.5 

28.2 

33.0 

New York, New York 

4.9 

12.5 

25.4 

New Orleans, Louisiana 

9.8 

25.5 

37.4 

Oklahoma City, Oklahoma 

-3.3 

41.4 

42.0 

Philadelnhia, Pennsylvania 

-6.0 

17.3 

30.6 

Pittsburgh, Pennsylvania 

-16.1 

3.1 

15.1 

Portland, Oregon 

-2.6 

18.3 

20.0 

St. Louis, Missouri 

-10.2 

18.9 

32.5 

San Francisco, California 

07 

12.7 

28.6 

Seattle, W^ashington 

5.1 

35.9 

35.7 

Washington, D.C. 

-2.0 

8.8 

35.8 


Source: U.S. Census of Business: J954, Vol. I, Retail Trade (Washington, D.C.: 
U.S. Department of Commerce, Bureau of the Census, 1957), pp. 13-4. 


expensive, tend to make it difficult and inconvenient to shop in the central 
business district. I’he general traffic congestion existing in the downtown 
area and on the highways and streets that lead into the area add to the in- 
convenience and especially to the time that must be taken for the shopping 
trip. In addition, many of the principal stc.es in the central business district 
are located in buildings which are architecturally out of date and which have 
not been modernized. Both exteriors and interiors are often unattractive and 
uninviting. Facilities for customer service may be outmoded. This failure 
of the downtown store, and of the central business district generally, to keep 
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up with changing consumer tastes is believed by some authorities to be an 
important factor in their decline.’® 

Thus downtown shopping not only has become inconvenient and time- 
consuming but it tends to take place in outmoded facilities. In addition, popu- 
lation has been concentrating more and more in suburban areas at the expense 
of the central cities. It seems evident that the shopping disadvantages of the 
central business district and the movement of population to the suburbs are 
sufficient reasons to account for an increase in the relative importance of the 
secondary shopping district. However, recent developments resulting in the 
establishment of many new suburban shopping centers have added substan- 
tial impetus to the movement toward retail decentralization. In particular, 
the planned shopping center, with its new and modern buildings, attractive 
surroundings, accessible location, and ample parking space, has had a wide- 
spread appeal for the shopper. 

The Planned Shopping Center. The rise of suburban shopping centers, 
and in particular of planned centers, is one of the most significant develop- 
ments in modern retailing.” It is estimated that there were 3,700 shopping 
centers in operation at the end of 1959, with as many as 900 opening during 
that year.” Most of the existing centers have developed since World War II, 
and especially during the fifties, but some go back as far as the twenties and 
thirties. Most of these older centers now face problems of congestion similar 
to those of the downtown business district. 

The planned or controlled shopping center is one that is pl^pncd in ad- 
vance as an integrated shopping unit, llic land and buildings are owned 
by a single agency, usually a developer or a department store. Different types 
of retail stores and -service establishments arc brought into the center, often 
being housed under one roof. The center is designed to ol^tain a harmonious 
grouping of stores offering a balanced assortment of goods and services that 
will encourage one-stop shopping. Particular emphasis is placed upon the 
provision of sufficient off-street parking space and upon the elimination of 
traffic congestion. Many of the larger centers have special landscaping fea- 
tures designed to provide attractive surroundings that will appeal to the 
shopper. 

Suburban shopping centers vary greatly in size. At the one extreme, there 
are small neighborhood cenfters consisting of 10 to 15 retail and service out- 

i®See, for example, Paul H. Nystrom, “Revival of Downtown Shopping Districts," 
Journal of Retailing^ Fall 1958, p. 131; and Victor Gruen, “Dynamic Planrting for Retail 
Areas," Harvard Business Review, November-Dccembcr 1954, p. 57. 

For a good discussion of this development, see Gordon H. Stedman, “The Rise 
of Shopping Centers," Journal of Retailing, Spring 1955, pp. 11-26. 

S. O. Kaylin, “7th Annual Report on Shopping Centers," Chain Store Age, May 
1959, p. E29. 
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lets which serve from 2,500 to as many as 20,000 persons. The emphasis 
definitely is on convenience goods stores: one or two grocery stores or super- 
markets, a drug store, various service establishments, and perhaps a variety 
store and a specialized apparel shop. Neighborhood centers are usually not 
so carefully planned as are the larger ones. Next in size is the community 
or district center serving a population as large as 50,000 or perhaps even 
100,000. A number of specialty stores are added to the convenience goods 
outlets of the neighborhood center: appliance retailers, shoe stores, and vari- 
ous types of specialized apparel shops. Finally, there is the regional center 
which may serve an area containing several hundred thousand persons. The 
number of retail and service outlets will range from 50 to 100, including one 
or two department stores which arc usually branches of the large downtown 
stores. The regional center thus attempts to give the shopper a wide choice of 
convenience, shopping, and specialty goods of all kinds and, to some extent 
at least, in various price ranges. The greatest amount of selling space is oc- 
cupied by the department stores but every effort is made to provide a bal- 
anced assortment of stores, both competitive and complementary. 

Impact of the Large Regional Center, Although some authorities have 
felt in the past that the shopping center of optimum size should be one 
drawing from a trade area of 50,000 to 100,000 persons, it appears to be the 
large regional centers that have had the greatest impact upon the retailing 
structure. For one thing, they are likely to be better planned than are many 
of the smaller centers.^ ^ Parking space is usually provided for several thousand 
automobiles compared to space for a few hundred that is often available 
in an unplanned secondary shopping district of equal or even greater size. 
Careful attention is paid to the problem of traffic flow, both vehicular and 
pedestrian, within the shopping center. And a special effort is made to pro- 
vide attractive surroundings, with respect to both the interiors and exteriors 
of buildings and the surrounding landscape. In addition, the stores located in 
a large center arc more likely to engage in organized cooperative promotional 
efforts. Thus the large regional center usually expects to draw customers from 
a considerable distance, as much as 30 minutes driving time from the center 
compared with 20 minutes for the community center and 10 minutes for the 
neighborhood center. 

This combination of advantages then— adequate parking space, lack of 
congestion, pleasant surroundings for shopping, and cooperative promotional 
efforts— has resulted in a shift of retail trade, at least relatively and in some 
instances absolutely, from the central downtown business district to the 

^*Sec Victor Gruen, op.cit.f esp. pp. 55-6, for a discussion of planniqg** and a de- 
scription of the large Northland center of Detroit. 
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planned shopping center. But it is not only the central business district that 
has lost volume to the planned center. Unplanned secondary shopping dis- 
tricts of long standing are likely to feel some impact on sales volume when 
a planned regional center is located nearby.^* Moreover, local neighborhood 
retailers are likely to be affected adversely, and it appears that even planned 
community centers often lose sales volume to new regional centers. Thus the 
planned suburban shopping center, especially the large regional center, has 
had a considerable impact upon the general retail structure, although the 
greatest impact no doubt has been upon stores located in the central business 
district.^® 

Limitations of Shopping Centers. Planned shopping centers do not rep- 
resent, however, the complete or final answer to the problem of retail location. 
Tlie studies of shopping behavior previously referred to indicate considerable 
consumer dissatisfaction with shopping centers.^® In comparison especially 
with central business districts, suburban centers lack a sufficient variety of 
merchandise assortments and are believed to have higher prices than do the 
downtown stores. Many centers are also criticized for not having all kinds 
of business represented, a criticism that obviously is directed less to the large 
regional centers than it is to the smaller community or district centers. It 
is undoubtedly true, however, that merchandise assortments are more limited 
even in the larger suburban shopping centers than they are in the main down- 
town business districts, and it seems likely that there is also less price com- 
petition. For many shoppers, these arc important disadvantages. 

There are also other limitations of the suburban shopping center. As 
population increases in the surrounding areas, these centers also face the 
problem of congestion. Parking space becomes inadequate and, even if addi- 
tional space can be provided, it must be located at a considerable distance 
from the center. Many of the older centers now find themselves in a situation 
not dissimilar to that of the downtown business district. Moreover, the de- 
velopment of new centers is not necessarily accomplished so easily and eco- 
nomically as it once was. Land and building costs are increasing, and the 
number of planned centers has about reached the saturation point, at least 
for the present, in some metropolitan areas. Financing in some cases has 
become difficult to obtain because of these factors. 

Finally, suburban centers are facing increasing competition from the 

B. L. Shapker, ‘'Effect of a Planned Shopping Center on an Older Center Serving 
the Same Area/' Journal of Marketing, July 1956, pp. 71-3. 

For a discussion of the impact by specific lines of merchandise, see Charles H. 
Hindersman, “Impact of Shopping Centers on Trade in Downtown Cincinnati,” Journal 
of Retailing, Winter 1959-60, pp. 185-96. 

i«See references mentioned in footnote 9. 
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downtown areas. Retailers in the central business district are making a con- 
certed effort in many cities to solve some of their problems and to recapture 
sales volume that has been lost to the suburban centers. These efforts include 
special joint promotions to attract shoppers to the downtown area and more 
evening openings; improvement in public transit facilities and sometimes the 
payment of shoppers' fares; the provision of additional parking space, often 
underground, and the payment of customers' parking fees; the remodeling 
of existing store buildings to add space, relieve shopping congestion, and 
modernize appearance; and, most basie of all, providing the initiative for a 
general program of urban downtown renewal.^^ A number of eities are work- 
ing on downtown renewal projects. These projects involve everything from 
slum clearance to the building of express highways. In an effort to relieve 
congestion, experiments are even being made with the establishment of 
pedestrian malls, that is, closing off to vehicular traffic several blocks of the 
principal shopping streets. Preliminary reports appear to be favorable but 
testing has been rather limited thus far. All of these measures are likely to 
be helpful, it would appear that for the long run a general program of 
urban downtown renewal is necessary, including restrictions on vehicular 
traffic of the type mentioned, if the central business district is to be revived.^® 

Concluding Observations. Changes in the retail structure will continue 
to take place. Substantial increases in population are forecast for the future. 
Most of these additional people will live outside of the large central cities. 
Retail stores will follow the population. Thus there is every reason to believe 
that retail trade will continue to decentralize. Planned suburban shopping 
centers, an important factor in the decentralization movement, will expand 
in number and in importance, on a more orderly basis perhaps than in the 
past, but nevertheless at a significant rate. But there will also no doubt be 
many new, relatively unplanned, shopping districts and highway strip de- 
velopments. T’he concept of vast interurban markets— land areas including 
two or more metropolitan centers and the surrounding densely populated 
regions— is already being advocated, as mentioned in Chapter 5, as a replace- 
ment for the concepts of metropolitan areas, central cities, and suburban 
markets. Retail stores will be located wherever necessary to serve these con- 
centrations of population. 

Central business districts no doubt will continue for some time to decline 

For an account of some of tliese developments, see "Downtown Loads Its Heavy 
Guns," Business Week, November 23, 1957, pp. 71-4. 

i®Scc Paul H. Nystrom, op.cit., esp. pp. 131-2; also Wroe Alderson, "Here’s How 
Stores Will Face It," in Alfred L. Scelyc (ed.), Marketing in Transition (New York: 
Harper, 1958), pp. 69-77, reprinted from Nation's Business, November 1955. 
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in relative importance as retail trading centers, regardless of their efforts to 
reverse the existing trend. Nevertheless, they do perform important functions, 
particularly in the retailing of shopping goods. To the extent that cities are 
successful in relieving the downtown congestion, they will continue to per- 
form these functions successfully and profitably. Many students of the problem 
believe that central business districts must be as carefully planned as are the 
present planned regional shopping centers. The downtown and suburban areas 
should be essentially complementary rather than competitive. Perhaps this 
objective can be accomplished, but it is likely to be very expensive and to 
require a significant amount of centralized control. There is little doubt, 
however, that the central business district of the future will be quite different 
from that of the present, and it appears likely that the necessary changes will 
be made to permit it to retain a significant place in the retail structure. 

THE SIZE OF RETAIL STORES 

The retailing structure of the United States presents many contrasts with 
respect to the size of retail establishments. Although the average size of retail 
stores has been increasing for a number of years, partly because of price in- 
creases and partly because of increases in the physical volume of merchandise 
sold, there are still many small stores. At the other extreme, there arc relatively 
few large stores but they have a substantial proportion of total sales volume 
and retail employees. The data in 1 able 9-4 show these contrasts. 

At the one extreme, the three, largest groups of stores shown in the table, 
which include all es^blishments with an annual volume of $300,000 or more, 
constitute only 6.7 per cent of the total number of establishments, but they 
have 54.1 per cent of total sales volume and 48.4 per cent of total employees. 
At the other extreme, the two groups of stores with an annual volume of less 
than $30,000 per store constitute 40.5 per cent of all retail establishments, 
but they have only 5.1 per cent of total sales volume and employ only 5.6 
per cent of all retail employees. Even those retailers in the next highest sales- 
size group, $30,000 to $49,000, have only 5.9 per cent of the sales volume 
compared with 17.5 per cent of the establishments. Although the data are 
not .shown in the table, in 1,958 there were only 1,295 retail establishments 
with sales of $5,000,000 or more, whereas there were 75,064 retailers with a 
sales volume for the year of less than $5,000. Only 3,795 establishments had 
100 or more paid employees in 1958. ^Flius it is evident that retail store opera- 
tions are conducted basically on a small scale, although the large firm does 
dominate the retail trade picture in certain respects. 
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The Small-Scale Retailer 

Small retail stores have two main characteristics in common: their size 
and the fact that they are usually owner-operated. In other respects they vary 
greatly. They are found in nearly every type of retail business: groceries, drugs, 
hardware, lumber and building materials, electrical appliances, apparel, va- 
riety merchandise, and many others. Most small retailers, however, concentrate 
on a single line of merchandise, sometimes a complete line and sometimes 
a narrow line in a broader classification. Small stores arc also found in nearly 
every type of location at which retail business is carried on, although many 
of them are located, of course, in neighborhood areas. Small retailers also vary 
greatly in the services they render. They may be self-service and cash-and- 
carry or they may offer any combination of services, including credit and 
delivery. Although the small retailer in virtually every merchandise line is 
confronted by substantial competition from large-scale firms, there are a 
number of inherent advantages of small-scale operation, advantages the utili- 
zation of which has permitted the small firm to continue to exist in such 
large numbers. 

Advantages of the Small Retailer. Perhaps the most important advantage 
of the small store is its flexibility of operation, its freedom of action. Tlic 
owner-operator can make decisions promptly with regard to all policies— 
buying merchandise, selling and sales promotion, pricing, opening and clos- 
ing hours, and service— and without waiting for consultation with, or per- 
mission from, a superior who in any event may not have adequate knowledge 
of the particular prgblem or of local conditions. Thus there is an absence of 
“red tape'' in the management of the small enterprise which permits that 
enterprise to adjust its policies quickly to meet changing conditions. In a 
field as dynamic and as competitive as retailing, this advantage of flexibility 
is an important one. As soon as the enterprise becomes sufficiently large to 
require the management efforts of more than one person, flexibility is sac- 
rificed at least in some degree. 

A closely allied advantage is the personal interest of the owner in the 
success of his enterprise, which gives him, presumably, a greater incentive 
to effort than has the hired* employee of his large competitor. In addition, 
because the operation is small, he can exercise close personal supervision over 
his employees, and he has an important sales advantage through his personal 
acquaintance with his customers. He can obtain an intimate knowledge of 
their needs, buy his stock accordingly, and grant credit based upon personal 
knowledge. Furthermore, the friendly atmosphere often found in a small 
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independent store is frequently an important element in its continued success. 
Even though his store may not be very well managed, and though the prices 
asked may be a little higher than those of his larger competitor, the small 
store owner is often able to hold his customers because they like the friendly 
atmosphere of his store. Many customers like to have the proprietor call them 
by name and to be received as acquaintances and friends. 

Finally, and contrary to general opinion, the actual operating expenses 
of very small stores are often surprisingly low. This is particularly true of 
stores operated by the owner and members of his family, with no hired em- 
ployees. Sometimes the expense for rent is kept at a minimum by using the 
rear of the store building or an upper floor as a residence, and many other 
petty economics arc practiced. It is evident, of course, that low expense ratios 
obtained in these ways are gained through the sacrifices made by the owner 
and his family, sacrifices that arc not necessarily reimbursed adequately by 
the profits of the store. The small store with a sales volume of $10,000 per 
year will have a merchandise cost of $7,000 to $7,500, leaving $2,500 to $3,000 
as the gross margin. Even though expenses are small, the balance remaining 
as compensation for the owner and his family seems definitely inadequate. 
Nevertheless, so long as consumers for one reason or another prefer to do 
business with the small retailer and so long as people can be found who 
prefer this occupation to others even though it may be less remunerative, 
the small retail store will continue to exist. 

Disadvantages of the Small Retailer. 1 he principal disadvantages inherent 
in small-scale retailing are limited buying power, limited financial strength, 
and the lack of specialization in management. Limited buying power is a 
handicap which every small retailer must face. He cannot buy individual 
products or even groups of related products in sufficiently large quantities 
to secure quantity discounts or ‘ special prices. Moreover, he is often limited 
as to his sources of supply. Because of the high cost of selling to small ac- 
counts, a constantly increasing number of wholesalers and manufacturers 
refuse to sell to these accounts or sell only after the addition of special service 
charges. Thus the small retailer is seldom able to buy on an equal basis with 
his large competitor. 

Limited financial strength affects the operation of the small store in 
several ways. Failure to take cash discounts on merchandise purchased re- 
sults in a loss of income. Necessary sto*. improvements often cannot be 
made, and it may not be possible to employ adequate personnel. Of even 
greater importance perhaps is the effect upon sales promotional activities. 
Tire small store is often unable to spend very much money on advertising 
and other forms of promotion. Even if financing is available, 'it may be 
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difficult to find proper media. Newspaper advertising cannot be used to the 
best advantage, for the cost of effective advertising— particularly for the 
neighborhood store— is often too great in relation to possible sales to warrant 
the expenditure. Newspapers generally have a much wider circulation than 
the trading area of the small store, and many small retailers have not learned 
how to use effectively direct mail advertising, handbills, and store and window 
displays. 

This last statement points up the fact that the small retailer is handi- 
capped by a lack of specialized managerial personnel. The operator usually 
must do the buying for the store, supervise and train his employees, plan his 
promotional activities and prepare promotional material, keep accounting 
records, and sell to customers. He can hardly be a specialist in all of these 
activities. Although wholesalers and manufacturers assist the small retailer 
in many ways, for example, by furnishing him with promotional materials 
and with accounting forms, he must still diversify his managerial efforts 
widely. Although poor management is not an inherent weakness of small- 
scale retailing, it is frequently found, partly because of this lack of specialized 
knowledge and partly no doubt for other reasons. I’lie retailer who has an 
inadequate accounting system, inefficient methods of stock control, and 
poorly supervised salespeople is likely to have a mediocre store, with a small 
volume of sales and high prices. The mortality rate of small stores is high 
and the most commonly assigned reason for failure is poor management. 
Although many small stores do operate with great efficiency, it is probably 
true that the principal disadvantage of the small store in relation to its larger 
competitor is the superior management of the latter. 


Large-Scale Retailing 

Growth of Large-Scale Retailing. The increasing importance of large-scale 
retailing establishments has been an outstanding feature of marketing evo- 
lution during the present century, llie development of department stores 
began after the Civil War, but the period of most rapid growth began about 
1900 and continued for the next twenty years; from 1900 to 1915 the mail 
order house gained a prominent place; following World War I chain store 
systems developed rapidly, and by 1930 a few of the largest chains had de- 
veloped a volume of business greater than that of the largest mail order houses 
and department stores. I’he largest chains are found in the grocery, variety. 

In large cities neighborhood newspapers, often distributed without charge to all 
homes, have dcveloixrd in an effort to meet the advertising needs of neighborhood stores. 
Also some large city newspai^ers now run special suburban editions once a week. 
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and general merchandise fields, but they have become important in many 
other lines. The rapid growth of contract, or voluntary, chains began about 
1926, and they have assumed great importance in the grocery field. The 
supermarket, also in the grocery' field, came into existence in the depression 
years immediately following 1930 and has had a substantial growth since that 
time. The most recent type of large-scale establishment to develop is the 
discount house which began to assume importance after World War II. 

The particular characteristics of each of these kinds of business— except 
for the mail order house which was described in the previous chapter— will 
be discussed at length in the three following chapters. Each has certain in- 
herent advantages and disadvantages as a result of these characteristics. But 
all large-scale retail institutions have certain common advantages and dis- 
advantages as a result of their size. These will be discussed at this point. 

Advantages of Large-Scale Retailing. The principal advantages inherent 
in some degree in all large retail establishments arc as follows: (I) superior 
management and specialization, (2) economy in overhead and other expenses, 
(3) effective buying, (4) effective sales promotion, and (5) the economies of 
integratiiiii. 

Superior Management and Specialization, I’he very fact that an organi- 
zation is large is often evidence of superior management. Most large retail 
organizations have developed from small beginnings. By superior manage- 
ment they have outdistanced their competitors and attained their leading 
position. One of the most important reasons for superior leadership is the 
ability to pay the high salaries that are necessary^ to obtain and retain high- 
grade executives, whose talents only firms operating on a large scale can 
fully utilize. Ihesc firms can apply the principle of di\ision of labor to man- 
agement. The result is greater skill in management, more effective control 
and coordination of departments, and more efficient distribution of authority. 

The large-scale operations carried on also make it possible to have spe- 
cialized departments. There can be, for example, special departments to take 
over the work of accounting, delivery, training, advertising, adjustments, 
credits, and finance; and buying is often divided among a number of special- 
ists. Not only docs this type of specialization make it possible to utilize par- 
ticular skills of highly paid executives, but the personnel in each department 
can be hired and trained for the special work of a single department. The 
firm is able to employ the skill and time s'f each member of the staff to the 
best advantage. 

Economy in Overhead and Other Expenses, Aside from the economy that 
arises from utilizing the full time of highly paid experts and of a specialized 
staff in those activities in which they are most proficient, othet economies 
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in expense are possible for large organizations. The overhead expenses of the 
firm— rent, heat, light, delivery, and the like— are spread over a large volume 
of business, and so may be less per unit of sales than in smaller establishments. 
The cost of effective advertising is likely to be less per unit of sales than it 
is for competing small establishments. The department store, advertising a 
sale of electrical appliances, will draw customers who will also buy clothing, 
hardware, and other products, whereas the small specialty store handling but 
one line of products cannot expect such favorable results. 

The financial strength of the large store also results in additional savings. 
All r^ular cash discounts can be taken on merchandise purchases, and not 
infrequently special cash discounts can be obtained from manufacturers who 
are short of funds. Moreover, large stores are often in a position to finance 
themselves. Even when they borrow money with which to pay cash for cur- 
rent needs, such firms obtain better terms from banks and investors than 
those offered to their smaller competitors. In contrast, many small stores arc 
forced to depend very largely upon the credit extensions of wholesalers and 
manufacturers. Consequently, through higher prices on their merchandise 
purchases, or directly, they pay an interest rate on the credit they receive 
which is much higher than that paid by the larger firms. 

Effective Buying. Effective buying is one of the major advantages of the 
large retail organization. The use of specialists is one of the important con- 
tributing factors to effective buying. The large retailer can employ buyers 
who specialize in the merchandise of a single department, frequently in a 
very narrow line of that department. They have a thorough knowledge of 
the goods to be purchased, as well as of qualities, styles, costs, and market 
conditions. Smaller dealers cannot afford to hire experts of this class; more 
than likely the proprietor himself does the buying, in addition to his other 
duties. 

The buyers for large retail establishments are also usually in a position to 
obtain the best prices available in the market. They buy in large quantities 
and are able to demand the largest quantity discounts that arc being offered. 
They have the facilities to search the market for the lowest prices. In fact, 
they sometimes pay lower prices than do many of the wholesalers who handle 
similar items and who in turn supply the small retailer. Althoi^h special 
price concessions to large buyers are not so prevalent now as they once were, 
due to the provisions of the Robinson-Patman Act,*® the large retafler usually 
has a price advantage in his buying, and he is often able to obtain special 

*®This Act provides that quantity discounts must be justified by savings - in the costs 
of manufacturing, selling, and delivery of the larger quantity and that advertising and 
other special allowances must be made available to all buyers on a proportionately equal 
basis. See Chap. 28 for a further discussion. 
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buys at bargain prices from manufacturers, wholesalers, or importers who are 
overstocked. 

The purchase of goods at favorable prices is not the only advantage the 
large retailer has in buying. He is usually in a position to select better assort- 
ments of merchandise than is his smaller competitor. He can afford to keep 
reasonably complete records of past sales and to use these as a basis for future 
purchases. Most buyers for large retail establishments thus are better able 
to forecast custqmer demand— to know the sizes, colors, qualities, and price 
lines that will ye desired by the market— and to stock the appropriate mer- 
chandise. Mor^ver, these buyers are constantly in touch with the market, 
seeking out new and improved products for their customers. Most large stores 
have buyers or agents in the principal domestic markets, and sometimes even 
in important foreign centers, who are alert to the latest trends and who can 
purchase new products and the latest fashions. 

Effective Sales Promotion. Although large retail organizations have not 
been noted for the efficiency or the effectiveness of their personal selling 
efforts, they do have certain advantages in relation to the small retailer with 
respect to advertising and sales promotion, including the services they render 
to customers. The large organization again can employ specialists in advertis- 
ing, window display, and other such fields, who can provide the expert knowl- 
edge necessary to carry out a successful promotional program. Moreover, the 
large retailer can take advantage of all available advertising and promotional 
media, whereas the small store usually cannot afford to advertise in the news- 
papers or over television and radio because the expense would be out of all 
proportion to the results. The larger the city the greater is the number of 
stores that cannot use these general media, and the greater is the institutional 
prestige and good will attached to the large retailers who can publicize them- 
selves and their merchandise in these ways. 

Although the service policies of large retailers vary greatly, many of them 
treat service as an integral part of their promotional program. Even in those 
fields in which the large firms operate basically as nonsen ice stores, as in 
food retailing, they tend to set the service standards of the industry. People 
become accustomed to self-service and cash-and-carry methods but demand 
wide assortments and compensating prices. On the other hand, many large 
retailers have emphasized complete service as a part of their merchandising 
plan. ITiey extend credit, give free delivery, accept returned merchandise 
without question, provide rest rooms, take care of young children, sell trans- 
portation and theatre tickets, and perform many other services designed to 
attract customers to the store. Obviously, the small store finds it impossible 
to compete on the same basis. 
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Economies of Integration. The final major advantage of large-scale re- 
tailing arises from the more economical operations and the competitive ad- 
vantages which often result from the integration of retailing with whole- 
saling and manufacturing. Most large retailers do engage in vertical integra- 
tion, at least with respect to wholesaling activities, and such integration often 
results in better service to the retail stores and in reduced operating expenses. 
By performing the wholesale operations, the business establishes closer con- 
tacts with the ultimate sources of the supply of merchandise, and it may 
effect savings in demand-creational activities and in other marketing ex- 
penses. Selling expenses between the integrated steps arc eliminated or re- 
duced to a minimum. Credit extensions and collection costs are eliminated 
between the integrated steps, production and marketing activities are more 
effectively coordinated, and the abilities of the specialists within the organi- 
zation can be more fully utilized. Manufacturing operations, although less 
frequently carried on, are of some importance. Chain stores, mail order 
houses, and department stores frequently own or control plants manufacturing 
some of the products they sell. The high degree of integration that results 
from the control of manufacturing operations increases technical and ad- 
ministrative problems and has by no means always been successful. In some 
eases, however, such operations have resulted in obtaining an assured supply 
of important products, products better suited to the firm’s market, or lower 
prices. 

Finally, it should be pointed out that the integration of marketing opera- 
tions which affect the retailer has not been confined to the integration of 
wholesaling or manufacturing by the large retailer. Manufacturers arc assum- 
ing wholesale, and in some cases retail, functions by selling directly to re- 
tailers or consumers. Wholesalers are reaching out in both directions. A few 
conduct some manufacturing operations, and many are sponsoring contract 
chains, operating supermarkets, and entering the retail field in other ways. 
Consumers are cooperating in order to secure control of the retail function 
and sometimes of the wholesale and manufacturing functions as well, lliesc 
developments are discussed further in Chapters 12 and 15. 

Disadvantages of Large-Scale Retailing, llie disadvantages of large-scale 
retailing can be more briefly stated, but they should not for thit reason be 
underestimated, since very ‘distinct difficulties confront these laigc organiza- 
tions. The first of these is the danger that the costs of doing ifusimss will 
become excessive. As small organizations become large, unit co^s often de- 
crease, but as organizations continue to grow there is a tendency toward 
increasing costs. In order to become large and to remain large, retailers must 
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create a very great demand for their merchandise. This is likely to necessitate 
a substantial expenditure for advertising and service. In addition, it may be 
necessary to locate in high-rent shopping centers. Many large retailers use 
low price as the major sales appeal to attract clientele from a wide area, and 
thus must also fight high costs. A major problem of many such firms is that 
they start out as nonservice organizations and then, in order to attract or 
hold trade, gradually add services that increase costs of operation and so 
limit their low-price appeal. 

The advantage derived from spreading overhead expenses over a large 
volume of business was discussed previously. But unfortunately, the increase 
in the kinds of overhead charges which large stores must bear tends to offset 
these advantages, and in addition some types of overhead expense are in- 
creased. With regard to services, for example, a particular service may cost 
less per unit of sales for a large store than for a small one, but the total ex- 
penses for services tend to be larger per unit of sales because large stores are 
likely to offer more elaborate services than do their smaller competitors. The 
exaggerated services offered by many department stores have resulted in in- 
creased costs of operation, thus adding to their pressing problems of expense 
control. Many large specialty stores also offer extensive services. Chains, super- 
markets, and discount houses, and to some extent mail order houses, are 
thought of as establishments operating with a minimum of service, but they 
are not entirely immune to the pressure for service. Mail order houses offer 
liberal return privileges, and their use of instalment selling adds to the cost 
of goods to their instalment customers. Chain stores, supermarkets, and dis- 
count houses often attempt to improve their competitive position through 
obtaining high-rent locations and by the use of expensive buildings and 
equipment. 

Again, large organizations must depend upon hired employees. Hired 
employees in the lower ranks in particular are proverbially less efficient in 
their work, less courteous, and less effective in selling than the same individ- 
uals would be in operating their own establishments or working under the 
close supervision of small operators. If they have no investment or other 
permanent interest in the business, the incentive to efficient service is pe- 
culiarly lacking. But, like so many generalizations concerning large and small 
stores, this contrast must not be pushed : )0 far. Many independent stores 
are not well managed, and on the other hand, careful training, high salaries, 
and expensive systems of accounting, supervision, and control have been 
quite effectively used by large organizations in solving their personnel prob- 
lems. It must also be recognized that many men work better untfer super- 
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vision and that large organizations in all fields of business are commonly 
supervised by hired executives. Finally, the fact that hired employees who 
do not do effective work are soon discharged keeps up the average of per- 
formance. 

There is often lacking in the large store that personal relationship which 
usually exists between the proprietor of the small store and his customers. 
The general absence of a feeling of friendliness toward large corporations 
undoubtedly has its effect in causing some customers to prefer small dealers 
or to impose on any large firm they do patronize. 

Finally, there is the matter of flexibility of operation. It has previously 
been stated that the small store can adjust more quickly to changed condi- 
tions and that management decisions can be made more easily and with less 
"'red tape” than is true for the large store. ITie inflexibility of the large retail 
organization is a definite disadvantage. Again, however, much has been done 
to overcome this problem. More and more authority and responsibility arc 
being delegated to subordinates in the organization. Local managers and de- 
partmental managers arc often permitted to make important decisions with- 
out first referring the problem to higher executives. Much progress has been 
made in recent years in streamlining the large organization and adapting it 
to the dynamic competitive situation that is generally found in the retailing 
field. Nevertheless, there are some decisions that cannot be delegated and 
some problems that cannot be solved by decentralizing authority and respon- 
sibility. The alert and competent owner of a small store will always have 
some advantage over the large store in flexibility of operation and promptness 
in decision making. 


QUESTIONS FOR DISCUSSION 

1. It might be of some interest to study the ratios in columns 7 and 8 of Table 9-1 
and to advance hypotheses and ideas as to why the relationships shown there 
do exist. The answers are by no means obvious. For example, one possible 
hypothesis is that the cities of medium size, which do have the higher sales 
volume ratios, also have higher average incomes, and that this would account 
for the differences in sales volumes. This hypothesis has a certain amount of 
plausibility since many of the medium-size cities arc suburbs of larger cities, 
and it is usually assumed that the more well-to-do tend to live in the suburbs. 
A graduate student of one of the writers has explored this hyiM)thcsIs rather 
thoroughly, however, and it docs not appear that differences in income con- 
stitute an explanation. 

2. It has been pointed out in this chapter that there arc many small retailers and 
that their operations on the whole cannot be very remunerative. It has been 
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stated by some that the social costs of small-scale retailing are high and that 
many of the proprietors of the 220,000 stores with less than $10,000 in sales 
in 1958 could well have been employed elsewhere with more profit to them- 
selves and to society. Others state that this judgment is not valid, that it may 
be a cost to the individual but not to society in a free and competitive economy. 
So long as the individual proprietors are satisfied and so long as consumers 
choose to patronize these small retailers, the result is acceptable from the 
social point of view. Evaluate these two points of view. What issues are really 
involved? 

3. Vertical integration was discussed in Chapter 2 and in the present chapter and 
will be further considered in Chapter 15. There is a very real question as to 
whether vertical integration generally leads to significant economics. One point 
of view is that the large retailer involved in backward integration does not have 
to integrate eompletely and thus tends to integrate only those product lines 
for which it appears that there will be a saving in cost. On the other hand, the 
manufacturer who decides to integrate forward into wholesaling and/or retailing 
docs so in order to obtain market representation and control and often because 
there is little alternative, llius forward integration is not likely to result in 
lower costs whereas backward integration usually does. Discuss this argument 
now and again after reading Chapter 1 5. 


SELECTED BIBLIOGRAPHY 

Alevizos, John P., and Allen E. Beckwith, '‘Downtown Dilemma,'' Harvard Busi- 
ness Review, Janiiary-Ecbruary 1954, pp. 109-19. 

Bliss, Perry, “Supply Considerations and Shopper Convenience," Journal of Mar- 
keting, July 1960, pp. 43-5. 

Eisk, Ceorge, “The Replanning of Center-City Shopping Districts," Journal of 
Retailing, Summer 1959, pp. 80-4. 

Griicii, Victor, “Dynamic Planning for Retail Areas," Halyard Business Review, 
Novcmbcr-Dcccmbcr 1954, pp. 53-62. 

Hindersman, Charles H., “The Evolving Downtown-Suburban Retail Pattern," 
Journal of Marketing, October 1960, pp. 59-62. 

, “Impact of Shopping Centers on Trade in Downtown Cincinnati," 

Journal of Retailing, Winter 1959-60, pp. 185-96. 

jonassen, C. T., The Shopping Center versus Downtown (Columbus: Bureau of 
Business Research, llie Ohio State University, 1955). 

Kelley, Eugene J., “The Importance of Convenience in Consumer Purchasing," 
Journal of Marketing, July 1958, pp. 32-8. 

, “Retail Structure of Urban Economy," Traffic Quarterly, July 1955, pp. 

411-30. 

Nystrom, Paul H., “Revival of Downtown >hopping Districts," Journal of Re- 
’ tailing, Eall 1958, pp. 129-32. 

Pratt, Samuel, and Lois Pratt, “The Impact of Some Regional Shopping Centers," 
Journal of Marketing, October 1960, pp. 44-50. 

Sheppard, E. J., “The Growing Importance of the Small-Town StoreJ' Journal 
of Marketing, July 1955, pp. 14-9. 



Principles of Marketing 

Stedman, Gordon H., “The Rise of Shopping Centers,” Journal of Retailing, 
Spring 1955, pp. 11-26. 

— , Impact of Shopping Centers Locally and Downtown,” Journal of Re- 
tailing, Spring 1956, pp. 25-39. 

Wagner, L. C., “Retail Trends in Seattle,” Jourtud of Marketing, July 1953, pp. 
50-6. 




RETAIL INSTITUTIONS 


The fourth method of classifying retail establishments, as outlined in 
Chapter 8, is by merchandise lines handled or kind of business. Tlie typical 
retail store is classified by the Bureau of the Census into one of a large num- 
ber of merchandise groups according to the predominant type of merchandise 
that it handles. Some stores do not concentrate on any particular line of 
merchandise and arc classified as general merchandise stores. Examples of 
this group arc department stores, variety stores, and general stores. Most re- 
tail establishments, however, obtain a major portion of their sales volume 
from a single merchandise line, or closely related lines, and can be classified 
into a specific merchandise grouping, such as grocery stores, women's apparel 
stores, drug stores, hardware stores, automobile dealers, and many others. 

The fact that a specific retail establishment is classified in one of these 
merchandise groupings does not mean that it does not handle other types 
of merchandise. Nor does it mean that it handles exactly the same lines of 
merchandise as does every other store in the group. For example, the large 
complete food store which is commonly called a supermarket sells a wide 
line of food products: dry groceries, meats, fresh fruits and vegetables, and 
bakery products. Such a store is classified by the Census as a grocery store, 
since dry groceries constitute the major portion of its sales volume. In addi- 
tion to the food lines, however, many such establishments also carry a variety 
of household goods, toilet articles, and drug sundries. Moreover, the smallest 
store handling dry groceries only is also classified as a grocery store, although 
it is perhaps no more closely related to the supermarket than are the small 
meat market or fresh fruit and vegetable store which are classified in their 
respective product groups rather than as grocery stores. It is evident then that 
there are difficulties in determining classifications, as well as difficulties in 
allocating a particular store to a classification. Nevertheless, the census data 
do give a good picture of the retail structure by kind of business. ^ 
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RETAIL STRUCTURE BY KIND OF BUSINESS 

The number of retail establishments in the United States and the sales 
volumes of these establishments for 1958 are shown in Table 10-1 for all 
major merchandise groups and for many of the numerous subgroups. This 
table presents a good general picture of the retailing structure as well as some 
of the detailed characteristics. Food stores, of which grocery stores are the 

Table 10-1 

Retail Trade by Kind of Business: Establishments and Sales Volume, 

United States, 1958 


Establish merits Sales V olu me 


Amount 


Kind of Business 

Number 

Per Cent 
of Total 

(in thousands 
of dollars) 

Per Cent 
of Total 

Total Retail 'Irade 

Lumber, Building Materials, 

Hardware, and Farm 

1,788,325 

100.0 

199,646,463 

100.0 

Equipment Dealers 

Lumber and Building Materials 

108,248 

6.1 

14,309,206 

7.2 

Dealers 

34,867 

2.0 

7,122,631 

3.6 

Hardw'are Stores 

34,670 

1.9 

2,717,163 

1.4 

Farm Equipment Dealers 

19,008 

1.1 

3,185,715 

1.6 

All Other Stores 

19,703 

1.1 

1,283,697 

0.6 

General Merchandise Group 

86,644 

4.8 

21,879,106 

11.0 

Department Stores 

3,157 

0.2 

13,359,467 

6.7 

Variety Stores 

Other General Merchandise 

21,017 

1.2 

3,620,600 

1.8 

Stores 

62,470 

3.5 

4,899,039 

2.5 

Food Stores 

355,508 

19.9 

49,022,333 

24.6 

Grocery Stores 

259,796 

14.5 

43,696,343 

21.9 

Meat Markets 

23,844 

1.3 

2,327,038 

1.2 

Fruit and Vegetable Stores 

Candy, Nut, and Confectionery 

12,689 

0.7 

505,355 

0.3 

Stores 

17,593 

1.0 

527,752 

0.3 

Retail Bakeries 

19,235 

1.1 

904,981 

0.5 

All Other Food Stores 

22,351 

1.3 

1,060,864 

0.5 

Automotive Dealers 

Passenger Car Dealers 

93,656 

5.2 

31,807,877 

15.9 

(franchised) 

Passenger Car Dealers 

38,555 

2.2 

25,325,753 

12.7 

(nonfranchised) 

Tire, Battery, and Accessory 

25,331 

1.4 

2,983,491 

1.5 

Dealers 

20,912 

1.2 

2,425,481 

1.2 

All Other Dealers 

8,858 

0.5 

1,073,152 

0.5 

Gasoline Service Stations 

206,302 

11.5 

14,178,203 

7.1 

Apparel and Accessories Stores 

118,759 

6.6 

12,525,451 6.3 

(Continued on next pitge) 
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Table 10-1 (Continued) 



Establishments 

Sales Volume 

Kind of Business 

Number 

Per Cent 
of Total 

Amount 
{in thousands 
of dollars) 

Per Cent 
of Total 

Furniture, Home Furnishings and 
Equipment Stores 

103,417 

5.8 

10,074,227 

5.0 

Furniture and Home Furnishings 
Stores 

54,458 

3.1 

5,988,949 

3.0 

Household Appliance, Radio, 
and television Stores 

28,459 

1.6 

3,276,421 

1.6 

All Other Stores 

20,500 

1.1 

808,857 

0.4 

Eating and Drinking Places 

344,740 

19.3 

15,201,481 

7.6 

Drug and Proprietary Stores 

56,232 

3.1 

6.778,926 

3.4 

Other Retail Stores 

240,140 

13.4 

18,468,340 

9.2 

Liquor Stores 

37,068 

2.1 

4,201,958 

2.1 

Antique and Second Hand Stores 

21,155 

1.2 

639,748 

0.3 

Sporting Goods Stores 

11,552 

0.6 

623,791 

0.3 

Hay, Grain, and Feed Stoics 

16,782 

0.9 

3,117,292 

1.6 

Jewelr)' Stores 

23.751 

1.3 

1,494,770 

0.7 

Fuel and Ice Dealers 

28,559 

1.6 

3,472,659 

1.7 

Florists 

19,176 

1.1 

638,397 

0.3 

All Other Stores 

82.097 

4.6 

4,279,725 

2.1 

Nonstore Retailers 

74,679 

4.2 

5,401,313 

2.7 


Source: U.S. Census of Business: 1958, Retail Trade, U.S. Summary (Washington, D.C.: 
U.S. Department of Commerce, Bureau of the Census, 1960), pp. 1-5 to 1-8. Percentages 
computed by the writers; they arc not necessarily equal to group totals and may not add 
to 100 because of rounding. 


most important single component, constitute approximately 20 per cent of 
all retail establishments and have almost Z? per cent of total retail sales 
volume. Eating and drinking places and gasoline service stations are the only 
other merchandise groups (except for the miscellaneous category of “other 
retail stores”) with more than 10 per cent of total establishments— 19.3 per 
cent and 11.5 per cent respectively. Ilowexcr, eating and drinking places ob- 
tain only 7.6 per cent of total sales volume and gasoline service stations have 
only 7.1 per cent. 

With respect to sales volume, the highest ranking groups after food stores 
are the automotive group with almost 16 per cent and the general merchandise 
group with 11 per cent. Both of these group-s rank low, however, in number 
of establishments, each having about 5 per cent of the total. Tlie automotive 
group is dominated by franchised passenger car dealers which constitute only 
2.2 per cent of retail establishments but which, because of the high unit value 
of the products sold, have almost 13 per cent of total dollar volume.^Similarly, 
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the character of the general merchandise group is influenced most by the 
department store subgroup, which obtains almost 7 per cent of total dollar 
sales with less than one quarter of one per cent of total establishments. Com- 
parisons of establishments ratios with those of sales volumes can be made 
for other kinds of business by studying the table. Such comparisons show 
rather clearly the extent to which a given merchandise group or subgroup 
consists generally of large or small establishments. 


Changes in Structure 

The number of retail establishments increased from 1,668,479 in 1948 
to 1,788,325 in 1958, a gain of 7.2 per cent. At the same time, dollar sales 
volume increased by 55 per cent, from $128.8 billion in 1948 to almost $200 
billion in 1958. These over-all figures, however, do not indicate the changes 
that have taken place within the various kinds of business. Table 10-2 shows 
the relative changes in number of establishments and in sales volume that 
took place between 1948 and 1958 for the various major merchandise groups 
and for a few of the more important subgroups. 

It can be seen from the table that the most significant decline in relative 
number of establishments took place in the food stores category. In 1948 
food stores constituted 27.6 per cent of total retail establishments whereas 
in 1958 they constituted only 19..9 per cent. Moreover, there was a decrease 
in absolute numbers as well as in relative numbers, from 460,91 3 in 1948 to 
355,508 in 1958. Sales volume, however, increased somewhat between the 
two years in relation to total retail sales. I’lnis consumer patronage has re- 
mained high but the number of stores has decreased substantially. Actually 
this is a continuation of a trend that began in the early thirties with the 
rise of the supermarket. Large food stores, both chain and independent, have 
replaced many small stores. Tliis has resulted in a decline in the total num- 
ber of stores, a trend which has been continuous since the late thirties, de- 
spite substantial stability in relative sales volume. 

Further examination of 1 able 10-2 reveals that, between 1948 and 1958, 
there were above average increases of some significance in th^ number of 
establishments for four merchandise groups: lumber, building materials, and 
hardware; general merchandise stores; furniture, home furnishingi;, and equip- 
ment stores; and other retail stores. However, no one of these gipups showed 
an increase in relative sales volume. The furniture and equipment group 
maintained a stable proportion of sales volume, about 5 per cent of the total 
in each year, whereas the other three groups declined significantly in relative 
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Table 10-2 

Percentage Distribution for Selected Kinds of Business 
of Retail Establishments and Sales Volume, United States, 1948 and 1958 



Per Cent of 

Total Kstablisliments 

Per Cent of 
Total Sales Volume 

Kind of Business 

1948 

1958 

1948 

1958 

Lumber, Building Materials, and 
Hardware Group 

5.8 

6.1 

8.6 

7.2 

General Merchandise Group 

4.3 

4.8 

12.3 

11.0 

Department Stores 

0.2 

0.2 

7.3 

6.7 

Variety Stores 

1.1 

1.2 

1.9 

1.8 

Food Stores 

27.6 

19.9 

111 

24.6 

Grocery Stores 

21.0 

14.5 

19.2 

21.9 

Automotive Group 

5.1 

5.2 

15.6 

15.9 

Passenger Car Dealers 
(franchi.sed) 

2.6 

2.2 

12.4 

12.7 

Gasoline Service Stations 

10.8 

11.5 

5.0 

7.1 

Apparel and Acccs.sories Stores 

6.7 

6.6 

7.5 

6.3 

Furniture, Home Furnishings, 
and Equipment Stores 

4.8 

5.8 

5.1 

5.0 

Fating and Drinking Places 

19.5 

19.3 

8.3 

7.6 

Drug and Proprictaiy Stores 

3.3 

3.1 

3.1 

3.4 

Other Retail Stores 

11.8 

13.4 

10.0 

9.2 

Nonstorc Retailers 

0.3 

4.2 

1.8 

2.7 


Source: 'Hie 1958 figures arc from Table 10 1. The 1948 data are from U.S. Census of 
Business: 1954, Vol. I, Retail 'I'rade (Washington, D.C.: U.S. Department of Commerce, 
Bureau of the Census, 1957). Sales volume figures are from p. 8; establishments figures 
were computed from data on pp. 1-5, 1-6, 1-7. 


volume. There seems to be little economic justification for the large increase 
in number of establishments shown by these four groups, at least in com- 
parison with other segments of the retail economy. Tlie situation is only 
slightly different for apparel and accessories stores. In this case, the propor- 
tionate number of establishments remained almost constant while the pro- 
portion of total sales volume declined significantly.^ 

On the other hand, there arc two kinds of business in the retail economy 
which arc gaining in proportionate sales volume more rapidly than they are 
in relative numbers of establishments. Thesi are gasoline scr\'ice stations and 

1 Comparable data for 1954 have not been shown in 'Fable 10-2, but they are available 
or have been computed from the source indicated. In general, they show that these 
changes were taking place in 1954 also, verifying that they appear to be trends and not 
isolated phenomena. Lack of comparability of the 1929 and 1939 census data^ makes it 
impracticable to extend the analysis further. 
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the automotive group, especially franchised passenger car dealers.* The sales 
volume gains of these two groups reflect largely the ever increasing role of 
the automobile in the American economy, a trend that has been in evidence 
for several decades. More surprising perhaps is the failure of retailers of auto- 
motive products to gain significantly in numbers of establishments. For pas- 
senger car dealers, the explanation may be that manufacturers, through their 
power to grant franchises, have kept numbers down. In addition, the capital 
requirements for a franchised dealership are rather high.* As for gasoline 
service stations, it can only be pointed out that this group has always had 
a large number of establishments in relation to the share of the retail sales 
dollar obtained. Even in 1958, servdee stations constituted 11.5 per cent of 
all establishments but obtained only 7.1 per cent of retail sales, llius they 
are essentially a small-scale operation, and there may well be a question as 
to the economic justification at present for additional establishments even 
though sales volume is increasing steadily. 

TYPES OF RETAIL INSTITUTIONS 

It is not possible, nor is it necessary, to discuss in detail each type of 
retail institution classified in the various merchandise groupings of the census. 
It is evident that most stores can be classified according to the predominant 
type of merchandise handled. These stores are usually designated as single- 
line, or more accurately perhaps as limited-line, stores. 'Fhe characteristics of 
the various limited-line stores are similar regardless of the particular mer- 
chandise involved. Therefore, a discussion of the limited-line stores will in- 
clude a substantial majority of the retail institutions shown in lablc 10-1. 
Of the general merchandise stores, two are of particular interest to the student 
of marketing and warrant a somewhat detailed discussion. These are general 
stores and department stores. In addition, there are two retail institutions not 
specifically classified in the census groupings, the supermarket and the discount 
house, which are generally recognized as special types. Each of these five 
types of retail institutions has developed in response to the economic en- 
vironment cx:isting at the time and thus has tended to replace other retail 
institutions in the process. Accordingly, they will be presented in the order 

2 The year 1958 was not a very good one for automobile sales. More typical perhaps 
was 1954 when the automotive group's share of total retail sales was 17.6 per cent and 
that of franchised passenger car dealers was 14.8. 

* Nonfranchised passenger car dealers increased from 16,654 in 1948: to 25,351 in 
1958, a large relative gain. '^These are generally small operations in comparison with the 
franchised dealer who must meet certain requirements of the car manufacturer. Franchised 
dealers actually decreased from 45,960 in 1948 to 58,555 in 1958. 
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of their historical development: the general store, the limited-line store, the 
department store, the supermarket, and the discount house. 

The General Store 

A general store carries a wide variety of merchandise and has no depart- 
mental organization. Groceries commonly make up a large proportion of 
sales, but drugs, hardware, dry goods, notions, and staple items of apparel 
are often carried, and not infrequently farm implements, seed, feed, gasoline, 
and oil. Very few general stores are now found that carry all classes of mer- 
chandise. There arc, however, stores in many small communities which 
handle several lines of convenience goods. Shopping goods are not ordinarily 
sold by general stores since consumers prefer to go to larger places to pur- 
chase them. 

From pioneer days down to the beginning of the twentieth century, the 
general store was the ty'pical retail establishment in the United States. It 
was a peculiarly American development and was not, like so many of our 
early institutiUiis, inherited from Europe. In fact, very few such stores are 
to be found anywhere else in the world.* The general store is particularly 
adapted to sparsely populated areas and is now found principally in small 
agricultural villages, in logging camps and mining camps, at country cross- 
roads, and ill outlying sections of cities. As recently as 1929, it was still a 
rather important factor in the retailing structure of the country with more 
than 7 per cent of all retail establishments and over 5 per cent of total retail 
sales. During the thirties, however, it declined rapidly in importance and has 
continued to decline since that time.® 

I’he principal advantage of the rural general store is its ability to supply 
the people in its immediate community with the goods they want, quickly, 
and at a moderate price. The rural merchant has a personal acquaintance 
with his customers; he knows their needs and the class of merchandise they 
arc likely to buy. Usually he has low operating expenses. Rent is low, help 
is likely to be cheap and easy to obtain, and he has, ordinarily, no delivery 
expense. This, together with the fact that his own living expenses are low, 
often makes it possible for him to compete in price with the stores in the 
larger towns, lliese fundamental advantages, however, are frequently mini- 
mized because of poor management. 

^ Paul II. Nystroni, Economics of Retailing, 2nd ed. (New York: Ronald, 1919), p. 2^. 

» In 1939 general stores constituted 2.2 per cent of total establishments and obtained 
1.9 per cent of total retail sales volume. 'Fhe twesponding figures in 1954 were 1.0 and 
0.6. Census data for 1958 arc not complete with respect to general stores, butji further 
decline is indicated both as to establishments and sales volume. 
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Chief among the disadvantages of the country general store is the fact 
that the comparatively small demand for any one of the many lines that must 
be carried makes it difficult to carry full assortments of anything. Wide 
variety from which to choose was not important when customers were less 
particular in their buying, the number of their wants was small, and they 
had no convenient and economical means of reaching urban stores. But the 
growing demand for a greater variety of goods from which to choose and 
for a better quality of merchandise has brought about marked changes in the 
status of the general store. Furthermore, the advent of the automobile and 
good roads has made it possible for rural residents to visit the larger trading 
centers. The general store, accordingly, has restricted itself more and more 
to convenience goods and even to a single line of convenience goods, such 
as groceries. Most of the establishments once classified as general stores in 
census reports arc now classified as single-line stores in a particular merchandise 
group. Thus general stores have tended to reduce the number of merchandise 
lines handled, whereas the limited-line store, as will be noted in the next 
section, has tended to diversify its lines. 


The Limited-Line Store 

As the general store was the typical retail institution of the nation in the 
eighteenth and nineteenth centuries, the limited-line store is the predomi- 
nant type of retail institution in the United States today. As population in- 
creased and as urban areas grew in size, the single-line store replaced the 
general store. Many of these new stores concentrated on very narrow lines 
of merchandise and were almost literally single-line stores. Most such stores 
today are not so restrictive in the merchandise lines carried. Thus it appears 
desirable to use the tenn '‘limited-line'' to designate this particular type of 
retail institution. 

A limited-line store concentrates its efforts on a single line of merchandise 
and handles a reasonably complete assortment of that line. It may, however, 
stock limited, or even relatively complete, assortments of other merchandise 
lines. Thus grocery stores usually sell fresh meats and fresh fruits and vege- 
tables, as well as dr)' groceries, and may handle also limited assortments of 
household goods, toilet articles, and drug sundries. Drug stores stock wide 
assortments of drugs and toilet articles but also sell stationery, c^ndy, maga- 
zines, gift items, ice cream and soft drinks, and many other products. Hard- 
ware stores handle a wide variety of products, some of which— -such as glass- 
ware and dishes— appear to have no relationship at all to the regular hardware 
lines. On the other hand, some limited-line stores— for example, meat markets, 
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retail bakeries, fresh fruit and vegetable stores, small jewelry stores — sell only 
a single line of merchandise. Perhaps the best definition of a limited-line 
store is that it is one which handles a reasonably complete assortment of 
a single line of merchandise and obtains over half of its sales volume from 
that line.® 

The principal advantages of the limited-line store, in relation to the gen- 
eral merchandise store, is the specialization of effort that is permitted by con- 
centrating on a single line or a few related lines. Buying can be performed 
more expertly and without the necessity of seeking out widely scattered 
sources of supply. Customer needs can be evaluated more accurately and sales 
promotion can be planned accordingly. It is usually not necessary to organize 
the store on a departmental basis; thus accounting and other records need 
not be elaborate and complex. In addition, since most limited-line stores are 
small and are owner-operated, they also have the advantages of small-scale 
operation which were discussed in the previous chapter. 

I’he disadvantages of the limited-line store result primarily from the fact 
that it docs concentrate on a single line of merchandise or a few related lines. 
To the extent this concentration results in a small-scale operation, the 
limited-line store has the disadvantages of small-scale retailing, which are 
substantial, as has been noted previously. Even if it is large, the limited-line 
store has certain shopping disadvantages in relation to the general merchan- 
dise store. Customers can obtain only the one line of merchandise, or at best 
a few lines. 'Phey must ino\'c on to another store, or to several stores, to com- 
plete their purchases. For many shoppers, it is much more convenient to 
purchase all of their food requirements at a single supermarket than it is to 
visit four or five single-line stores. Similarly, it is easier to purchase some 
articles of clothing for the entire family at a single department store than 
to visit a men's furnishings store, a women's apparel shop, a children's cloth- 
ing store, and a shoe store. While one is w^aiting for a prescription to be filled, 
he might as well pick up a ball point pen, a box of candy, or even some lawn 
chairs. The more limited the line the less is the opportunity of the store to 
sell merchandise on impulse and the greater is the danger that the shopper 
will seek out the general merchandise store. 

ITie result in recent years has been a significant trend toward what is 
called "'scrambled merchandising." Although most retail establishments can 
still be classified as limited-line stores under the definition given above, there 
has been a constant and consistent tendency for such stores to add merchan- 

® Basically this is the method used by the Census in classifying stores into merchandise 
groups. If less than 50 per cent of the sales volume of a store is obtained from any 
single line, that store is classified in the general merchandise group and woulcP not be 
a limited -line store. ^ 
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disc lines. The obvious reasons for this are to attract ‘^one-stop” shoppers, to 
obtain impulse sales, and to diversify risks. Tims most grocery stores now 
cariy complete food lines, whereas there used to be many stores that stocked 
dry groceries only. Some men's apparel stores have added complete lines of 
women s clothing. Hardware and drug stores have diversified greatly, and 
grocery stores have added toilet articles, drug sundries, and household goods. 
In many instances, retailers are able to add high-margin fast-moving items 
from other merchandise lines which ‘'skim the cream" of those lines from 
a sales point of view but which do not add greatly to expenses, since no effort 
is made to carry complete stocks or the slower-moving products.^ How far 
this movement toward diversification of line will go is impossible to say, but 
there is no indication as yet that it has reached its peak. There has presumably 
been some benefit to the consumer not only in convenience but also in the 
increased competition that has been created. Eventually, however, it would 
seem that expense ratios must be increased and management efforts diversified 
to such an extent that prices might have to be raised. When and if this hap- 
pens, no doubt there will be a reversion to single-line retailing. 

The Specialty Store. Despite the trend toward wider merchandise lines, 
there still remain many stores that sell a limited variety of goods in a single 
line. When this line is a shopping good or a certain type of specialty good, 
the store is known as a specialty store. A retail outlet handling women’s 
sportswear is, for example, a specialty shop, since it handles only a small part 
of the general line of dry goods* and women's wearing apparel. Other types 
of specialty stores which have been particularly successful are millinery shops, 
and stores specializing in the sale of men's hats, women's dresses, optical goods, 
and musical instruments. 

This type of store has the advantage of extreme specialization. ITic owner 
can become a specialist in buying and selling his particular liiic. He can de- 
velop a wide knowledge of the wholesale markets or other sources of his 
merchandise. He can make a careful study of quality and prices, and may 
become an expert buyer. He may, moreover, have some of the buying ad- 
vantages of much larger organizations. F’or, although his business may be 
comparatively small, his line is so limited that he may buy the products he 
does carry in large quantities. Confining his efforts to a single line, he is able 
to train his sales force to sell his particular product effectively. More complete 
stocks can be carried than are likely to be found in the average Jtore carrying 

^ This is largely what has happened in the case of the drug products How being sold 
by grocery stores. In some states, drug store proprietors have attempted to obtain state 
laws prohibiting the sale of any drug, even aspirin, by a retail outlet which docs not have 
a registered pharmacist on duty at all times. Counter proposals by the food industry would 
prohibit drug stores from maintaining sandwich and lunch counters. 
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a number of lines. The stock can be kept up to date and include all the latest 
fashions. There is the possibility of rapid turnover, since the proprietor is 
able to watch his stock carefully, purchase what is most likely to sell to his 
particular trade, and see to it that slow-moving articles are promptly sold. 

Certain disadvantages of the specialty store may also be pointed out. The 
owner’s risks are highly concentrated, particularly if the merchandise is sub- 
ject to repeated fashion changes. Fashions may change so that the demand 
for his product greatly decreases or even ceases to exist. This happened, for 
example, in the case of women’s blouses during the twenties. Fashion decreed 
that women should wear short skirts, and since short skirts and blouses were 
not becoming to most women, there was practically no sale for blouses, and 
most of the special blouse shops went out of business. Seasonal fluctuations 
in sales present another difficult problem to the speeialty retailer, and his 
limited line obviously does not tend to induce many impulse purehases. 

The Departmentized Specialty Store. Stores which carry a complete line or 
a few closely related lines of shopping or specialty merchandise and which 
are large enopgli to be organized on a departmental basis are called "depart- 
mentized specialty stores.” Tliey carry wider lines of merchandise than do 
the regular specialty stores but narrower lines than do department stores. 
They usually carry a more complete assortment in the lines which are handled 
than do department stores. Departmentized specialty stores are found chiefly 
in the distribution of men’s and women’s clothing and accessories in large 
cities. Their principal competition tends to come from department stores, 
and they have many of the advantages and some of the disadvantages of 
the latter. 'The following discussion of department stores is also applicable 
in a large degree to departmentized specialty stores. 


The Department Store 

The department store is a retail institution that handles a wide variety 
of merchandise grouped into well-defined departments for purposes of pro- 
motion, service, accounting, and control. It is a large store which caters pri- 
marily to women, and is usually located in a downtown or large outlying 
shopping distriet. 

Tire origin of department stores is uncertain. They are generally believed 
to have existed in Europe before they developed in the United States.* A 

•Alfred Marshall believes that the first true department stores arose in France. The 
Bon Mareh6 and the Louvre were established in Paris about 1852. These in turn, 
he believes, received their inspiration from English cooperative experience. See Alfred 
Marshall, Industry and Trade (London: Macmillan, 1920), pp. 295-6. But the “greatest 
development has occurred in the United States. See Paul H. Nystrom, Economics of 
Retailing (New York: Ronald, 1930), Vol. I, pp. 127—46. 
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few departmentized stores appeared in the United States in the 1860s, among 
which were Jordon Marsh and Company of Boston and A. T. Stewart of 
New York. The most probable explanation of their origin is that they were 
a natural outgrowth from the dry goods store, and it is known that many 
present establishments started in this way. As the gross margin on piece 
goods became less and less with increasing competition in the retail field, 
the owners of dry goods stores naturally turned to women's factory-made 
clothing, notions, and other articles related to their trade which the develop- 
ment of manufacturing had brought on the market. From each new article 
it was but a step to the next, until convenience in handling and the necessi- 
ties of management must have led to departmentization. Then, with depari- 
mentization established and the idea in mind, extension into other fields 
than dry goods and related products naturally followed. 

Characteristics of Department Stores. Tlie department store is distin- 
guished from other retail establishments by three principal characteristics. 
First, it is distinguished by the nature of the goods it sells, and not by the 
mere fact that it carries a variety of commodities. Variety stores, department- 
ized specialty stores, and some drug stores carry a wide variety of merchandise, 
but they are not department stores. ITie tendency in department store lines 
is to supply all of the retail needs of the customer, with the exception of 
groceries and meats; but the sale of shopping goods and some specialty lines 
is stressed and the sale of convenience goods is relatively unimportant. Unless 
dry goods, women’s ready-to-wear, and house furnishings are carried, a store 
is usually not called a department store. Other lines commonly carried in- 
clude women's clothing accessories, piece goods, and small wares. Secondly, 
it is departmentized; that is, the merchandise is divided into classes, each one 
of which is distinct as to management and location within the store. Each 
department has its own manager, often called a buyer, but all departments 
are centrally controlled. Such general activities as advertising, accounting, 
credit, delivery, employment, and training are carried on by centralized de- 
partments. Third, the department store is large. Unless a store has at least 
25 employees, it is not classified by the Census as a department store.® 

Because of the merchandise lines carried and the fact that it is a shopping 
store, the department store is usually regarded as primarily a woijian's store. 
Almost all department stores carry men's furnishings, however, and most 
have complete men's clothing departments which draw male pationage. 

•In 1954, 61 per cent of all department stores had sales of one million dollars or 
more, which constituted 93 per cent of all department store sales. U.S. CetisUs of Business: 
1954, Vol. I, Retail Trade (Washington, D.C.: U.S. Department of Commerce, Bureau 
of the Census, 1957), p. 18. 
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In order to attract male shoppers, these departments are often set apart from 
the rest of the store, sometimes with separate entrances. Some of the larger 
stores have a separate men's building. Some stores have experimented with 
special shopping nights for men only, reportedly with substantial success. 

Because of its size the department store must have a location to which 
large numbers of customers can be easily drawn. Thus it is found, almost 
without exception, in downtown shopping centers or in the larger outlying 
and suburban shopping centers of large cities. Furthermore, department stores 
seem to be most profitable when competitive stores are grouped together in 
shopping centers, although there are some exceptions. 

Special Operational Features. There are three important aspects of the 
operations of department stores that warrant mention. Tliese are basement 
stores, leased departments, and branch stores. Each has its own particular 
effect upon the internal organization and operation of the department store. 

Basement Stores, Although the operation of the basement floor of some 
department stores is no different from the operation of any other part of the 
store, there is still a strong tendency to regard it as a separate unit. Under 
this arrangcijiciit, the basement store carries merchandise of the same general 
type as is carried in other parts of the store but of a lower grade and at a 
lower price. Tlicrc is likely to be a basement manager in general charge of 
the operation with managers and buyers for the various basement depart- 
ments who arc separate and distinct from those of the main store. The base- 
ment store is an outgrowth presumably of the old-time “bargain basement" 
in which merchandise was sold which had not moved satisfactorily in the 
main store. In addition job lots of merchandise were purchased at attractive 
prices for sale there. Present-day basement stores arc regular merchandising 
operations that merely carry merchandise of a different quality and price. Thus 
they appeal to a different class of consumers from those patronizing the main 
store and also afford regular customers the opportunity of purchasing less 
expensive merchandise. 

Leased Departments, A leased department is one which is controlled and 
managed by an independent operator, the space being rented to him by the 
main store. Leasing departments in which highly specialized merchandise is 
carried, or departments which have proved unprofitable to operate, is fairly 
common among department stores.^® In 1954, 1,320 department stores, almost 

In 1954 there were 18,806 retail stores of all types with one or more leased de- 
partments. In addition to those in department stores, important types of leased depart- 
ments included meat markets in grocery stores; eating establishments in drinking places, 
in variety stores, and in drug stores; shoe and millinery departments in apparel stores; and 
repair services. See U.S, Census of Business: 1954, Vol. I, Retail Trade, opxit., pp. 6-11 
to 6-14. 
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half of all such stores, contained 5,289 leased departments with a sales volume 
of $377 million. The departments most often leased include shoes, millinery, 
household appliances, radio and tele\dsion, beauty shops, and photographic 
studios. Lessees often lease the same department in a number of stores, thus 
forming a chain of departments. The principal advantage of leasing to the 
department store is that it permits it to offer a complete line of goods and 
services to the consumer without diversifying its own management efforts 
into unrelated and unfamiliar lines. Credit and other consumer services, how- 
ever, are usually rendered to the leased department by the main store. Al- 
though the lessee is supposed to follow the general policies of the store in 
dealing with customers and similar matters, this is sometimes difficult to 
control and ill will created by the lessee’s method of doing business may re- 
flect upon the main store. Nevertheless, leased departments appear to be 
increasing in number and importance.*^ 

Branch Stores. As population has moved to the suburbs and new shopping 
centers have been established, department stores and departmentized specialty 
stores have resorted more and more to the establishment of branch stores in 
an effort to maintain sales volume and profits. Branches are normally located 
in the general area served by the parent store, although some have also been 
established in summer and winter resorts. The character and importance of 
branch stores vary greatly. Some are small suburban stores with limited as- 
sortments; others are complete department stores. Few branches, however, 
carry the variety of price lines and the depth of merchandise assortments that 
are earned by the parent store. 

The distinguishing feature of 'a branch store as compared, for example, 
with a chain store unit is that it is controlled from the parent store. Merchan- 
dise is purchased by the buyers of the parent store, usually warehoused by 
the parent store, and supplied by the parent store to the branch upon requisi- 
tion. Buyers of the parent store are likely to be held responsible for certain 
aspects of the operations of the branch, including departmental profits. At 
the same time, they have little control over branch personnel. This control 
is usually given to a branch manager who essentially is in charge of the selling 
function for the branch store with little or no responsibility for buying. The 
result is that there is often divided authority, substantial difficulty in fixing 
responsibility for operating results, and the danger of friction b^ween the 
branch manager and the buyers of the parent store.** 

Between 1948 and 1954, leased departments in department stores ^creased by 
almost 50 per cent in number and by almost 20 per cent in sales volume. 

** See Clinton L. Oaks, Managing Suburban Branches of Department States, Business 
Research Scries No. 10 (Stanford: Graduate School of Business, Stanford University, 
1957), csp. C^p. 2. 
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More and more branch stores are being established each year and in gen- 
eral their sales are increasing more rapidly than are the sales of the parent 
stores.^* There is every reason to believe that this trend will continue. In 
order for branch stores to realize their full potential, solutions to the manage- 
ment problem must be found. Some organizations are decentralizing authority 
and are giving the branches more responsibility for buying. In general, this 
is expensive since it results in a duplication of executive personnel. The more 
common solution may be to integrate operations to an even greater extent 
and give the buyers of the parent store more authority over departmental 
personnel of the branch.^* In any event, organizational improvements need 
to be made, and probably will be made, in branch operations. 

Ownership and Control. Department stores, like other retail institutions, 
have undergone many changes in ownership during the past two or three 
decades. While virtually all of them originated as independently owned or- 
ganizations, two thirds of all department store sales are now made by multi- 
unit organizations consisting of four or more units. Although some of these 
multiunit organizations consist merely of branch operations, the majority 
are chain store units. 

I’here arc two types of chain store organization found in the department 
store field. The first is the regular centrally owned and operated chain such 
as the larger stores of Scars, Roebuck and Company, the J. C. Penney Com- 
pany, and Montgomery Ward and Company.^® The other is the so-called 
"'ownership group,*' which is characterized by central ownership but with 
little centralized control of the individual units. Ownership groups are made 
up largely of formerly independent stores that have come under the control 
of a single overhead company. The indi^'idual stores usually have continued 
to operate under their original names, and each store has a high degree of 
autonomy and individuality in its operations. Tlic central organization pro- 
vides financial management for the chain, maintains buying offices, compiles 
statistical information on operations, and conducts research. The individual 
stores, however, make all decisions with respect to actual operations including 
buying. The two largest ownership groups in volume of sales are Federated 
Department Stores, Inc., with more than 40 units, and the Allied Stores Cor- 
poration with approximately 85 units.'® 

18 See the reports of Malcolm P. McNair, Operating Results of Department and Spe- 
cialty Stores (Boston: Harvard University, Graduate School of Business Administration, 
issued annually). 

1* A solution of this type is advocated by Clinton L. Oaks, op.cit. 

18 This type of chain operation is discussed in Chap. 12. It should be noted here that 
not all retail units of the three organizations mentioned are classified as department stores. 
Many arc too small and do not carry a sufficient variety of merchandise liriCs. 

18 For a listing of the ten largest department store chains with 1957 ^les and profits. 
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Importance of Department Stores. For many years, department stores 
were perhaps the leading institutions of American retailing, despite the fact 
that they constituted a very small proportion of the total retail establishments 
of the country. They did obtain, however, an appreciable part of the retail 
volume in the larger cities and they took the lead in many merchandising 
and service innovations. They popularized and promoted fashion and ini- 
tiated new and generally more liberal policies with regard to credit, delivery, 
and returned goods. In recent years, department stores have encountered 
difficulties. High operating costs, combined with increasing competition from 
low-cost retailers, the movement of population to the suburbs and the de- 
cline of the central business district, changes in consumer tastes, and out- 
moded methods of operation have combined to cause the department store 
to lose some of its former dominant position. Leadership in retailing is now 
more likely to be assumed by those institutions— -such as the chain store, the 
supermarket, and the discount house— which emphasize price, administrative 
efficiency, and reduced services than by the independent department store. 


Table 10-3 

Department Stores: Number of Establishments 
and Sales Volume, United States, Selected Years 



Sales Volume 


Amount 

Per Cent 

• 

{in thous- 

of 'lotal 

Number of 

sands of 

Retail Sales 

Year Establishments 

dollars) 

Volume 


1929 « 

4,221 

4,350,098 

9.0 

1939 « 

4,074 

3,974,998 

9.5 

1948 

2,558 

9,431,842 

7.3 

1958 

3,157 

13,359,467 

6.7 


®Data for 1929 and 1939 are not comparable with those for 1948 and 1958. See text 
discussion. 

Sources: U.S. Census of Business: J958, Retail Trade, U.S. Summary, p. 1-5; U.S. 
Census of Business: 19S4, Vol. I, Retail Trade, p. 1-7; and U.S. Census of Business: 
1948, Vol. I, Retail Trade, Part 1, p. 104. All sources arc from the U.S. Department of 
Commerce, Bureau of the Census’, Washington. Percentages computed by the writers. 


The decline in the department store is indicated by the data in. Table 10-3, 
although the data overstate the case. The reduction in the number of estab- 

see Business Week, May 31, 1958, p. 56. 'Plus article also contains an interesting account 
of Federated's operation. 
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lishments between 1939 and 1948 is due more to different methods of 
enumeration and to better reporting than it is to actual changes in the 
number of stores.^^ Moreover, the sales volume figures prior to 1948 include 
the sales of the large departmentized mail order houses, which were included 
in a different category— nonstore retailing— in 1948 and 1958.^* The effect 
of these differences is not possible to determine, but it is probable that the 
actual decline between 1939 and 1948 in the percentage of total retail volume 
obtained by department stores is about one half to two thirds that shown 
in the table. Nevertheless, even this amount indicates that department stores 
are having some problems, and the additional decline in relative sales volume 
between 1948 and 1958 strengthens this conclusion. Before examining these 
problems at greater length, it is necessary to consider the particular advan- 
tages and disadvantages of the department store as a retail institution. 

Advantages of the Department Store. Tlie advantages and disadvantages 
of large-scale retailing in general have been reviewed in some detail in the 
previous chapter, and so only those advantages particularly applicable to the 
department store will be discussed at this point. The same procedure will 
be followeo in discussing other large retail establishments. 

Convenience in Shopping. Compared with the limited-line store, the de- 
partment store offers important conveniences to its customers. It is pre-emi- 
nently the shopping store. With its many lines under one roof, the shopper 
can complete her purchases without leaving the store, and the display of many 
different lines of goods suggests additional purchases. It is located in a central 
retail district, often in an imposing structure where the shopper trades among 
pleasant surroundings. The mere size of the department store has an effect 
upon the buying public. Large stores usually have a reputation for reliability 
and the store building may even be said to serve as a symbol about which 
the firm's good will can be built. 

Services. In the effort to attract large numbers of people, the larger de- 
partment stores in particular have come to offer an almost unbelievable 
elaboration of services, most of which are free and many of which have no 
direct connection with the sale of goods. The most customary services include 
the sale of goods on approval, generous adjushnents on unsatisfactory mer- 

In 1948 department stores were so classified if they had 25 or more employees. 
Prior to that time, the size requirement was $100,000 or more in sales volume. Also the 
Census indicates that there was better reportm^ of sales by merchandise lines in 1948, 
thus permitting it to classify a number of stores into specific merchandise groups that had 
previously been classified as department stores. 

i*The original tabulations of the 1948 Census included the sales of 22 mail order 
houses in the department store category. The data shown in the table are the revised 
1948 figures issqed with the 1954 Census. The difference amounts to 0.8 per cent ot 
total retail sales, i.e., 8.1 per cent rather than the 7.3 per cent shown in the table. 
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chandise, free delivery, the filling of telephone orders, and liberal extension 
of credit. Other common services include rest rooms, reading and writing 
rooms, personal shopping bureaus, interior decorating service, fashion shows, 
gift wrapping, facilities for checking parcels, information bureaus, and tele- 
phone booths. Some large stores also have branch offices for the payment of 
utility bills, branch post offices, travel information bureaus, art exhibits, 
supervised play rooms for children, and lost and found departments. Beauti- 
ful and even spectacular store decorations, courteous service, and the smart 
appearance of employees, particularly in the ready-to-wear departments of the 
better stores, are all intended to create a pleasing store atmosphere. 

All of these services and conveniences are offered in the hope of inducing 
customers, especially women, to acquire the habit of coming to the store. 
They have played an important part in the growth and development of de- 
partment stores; but they have also been an important cause of the constantly 
increasing costs of doing business. Competition has played a large part in 
this ever-increasing elaboration of services, and it has been said with some 
degree of truth that some department stores have spent more time watching 
their competition than their customers. Thus, in the effort to keep ahead 
of their competitors, they have added service upon service, not always in 
response to demands of customers, but services which the customers must 
nevertheless pay for in the end. 

EHsadvantages of the Department Store. In addition to the disadvantages 
which it has in common with other large-scale merchandising institutions, the 
department store has some disadvantages which arc either peculiar to its 
methods of operation or at least of particular importance. 

Expense of Departmentization. While departmentization aids in the op- 
eration and control of the store and assists in locating unprofitaole merchan- 
dise lines, it adds to the record-keeping costs of the store and causes waste 
in the time of some employees. It may be presumed that the operating knowl- 
edge gained from departmental records more than offsets the cost of main- 
taining these records, but the time wasted by departmental employees is 
possibly another matter. Thus there are slack times in the work of many 
salespeople and assistants in the various departments that coul4 be taken 
up in a nondepartmentized store by the performance of othet necessary 
duties. To offset this in part, some employees in the larger stores are trained 
to work in several departments as need arises, and laige use is m^de of part- 
time employees. Nevertheless, it is not infrequently the case that a customer 
must wait for sales service, or go unserved, in a certain departPient while 
salespeople in a nearby department are standing idle. 
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Personnel Limitations, All forms of large-scale retailing have personnel 
problems, but those of the department store appear to be especially difficult. 
Many different types of persons must be employed, for 30 to 60 per cent of 
a department store's employees are engaged in nonselling activities. At the 
same time, a large contingent of salespeople is required. Both men and women 
are employed on a large scale. Moreover, many part-time employees are neces- 
sary to fill in during peak sales periods. 

All of this leads to unusual problems of recruitment and training. More- 
over, sales per employee appear to be below the level of some of the depart- 
ment store's principal competitors, and this no doubt is somewhat responsible 
for the fact that the rate of compensation paid to the majority of employees 
is somewhat on the low side. Consequently, there is a high rate of employee 
turnover. Most department stores have some form of personnel department 
to cope with these problems, but much remains to be done in the field of 
personnel and employee relations. 

High Costs of Operation, There are many reasons for the high costs of 
operation of department stores, but one of the chief factors undoubtedly is 
the cost of ihc elaborate services described above. Service competition among 
department stores gained a great deal of momentum during the twenties and 
probably reached its peak during the late thirties. Starting with expense ratios 
of 25 to 26 per cent of sales in 1920, department store costs gradually rose 
to a level in excess of 36 per cent in 1938.^® During World War II, many 
services were curtailed and expense ratios were reduced to 27 to 29 per cent 
of sales. Since the war, however, costs have again increased and present ex- 
pense ratios are at a level of 33 to 34 per cent. In comparison, supermarkets 
operate with ratios of 16 to 18 per cent of sales and some discount houses 
achieve an even lower figure.®® 

It does not follow, of course, that the prices charged by department stores 
are always higher than those charged in competing stores offering fewer 
services. In many instances, the higher costs of operation are offset by the 
lower prices at which the department store is able to buy merchandise. This 
point is important because department stores have placed great emphasis 
upon buying at low prices. They often perform wholesale operations and 
buy directly from manufacturers. Even though the individual large depart- 
ment store has great buying power, the tendency for many years has been 

These and other ratios in this paragraph are taken from the annual surveys of the 
Division of Research of the Harvard Graduate School of Business Administration. See 
note 1 3 for the cunent author and title. 

See John W. Wingate, '‘Department Stores and the New Competition/' in Robert 
D. Buzzell (ed.)^ Adaptive Behavior in Marketing (Chicago: American Marketing Asso- 
ciation, 1957), p. 15. 
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for department stores, even the largest ones, to organize themselves into 
buying groups and thus to augment their already substantial buying effective- 
ness. This ability to buy merchandise at low prices permitted the department 
store for many years to maintain competitive prices despite the high costs 
of service. Since World War II, however, new forms of retail competition 
have arisen, and meeting this competition is one of the important problems 
of the department store that will be discussed in the next section. 

Problems of Department Stores. The decline in the importance of the 
department store since World War II has resulted from the occurrence of 
a number of events. The combination of events has been referred to as the 
‘‘retail revolution.” Because of the nature of its operations, the department 
store has found it difficult to adjust to these events. The most important of 
these events with respect to the department store situation are (1) the move- 
ment of population to the suburbs and the decline of the central business 
district, (2) changes in consumer tastes, and (3) new competition from low- 
cost retailers. Tliese are the problems facing department stores, and their 
success in meeting these problems will determine their future place in the 
retailing structure.*^ 

Decline of the Central Business District, The fortunes of the department 
store, more than those of any other retail institution, have depended upon 
the development of the central business district. As population has moved 
to the suburbs and as downtowri traffic has become more and more con- 
gested, the central business district has declined in importance and so has 
the department store. This development has been discussed at length in 
the previous chapter and the discussion need not be repeated here. The im- 
portant point is that the department store must find some way to adjust to 
this situation. Efforts at adjustment have been made for some time but com- 
plete success has been difficult to achieve. The department store has a heavy 
investment in its downtown facilities, and its organization is geared basically 
to a single store operation. Nevertheless, branch stores have been established 
in suburban areas and regional shopping centers have been developed in an 
effort to follow the population. Tliere is considerable evidence that these de- 
velopments are assisting department stores in general, but not the. downtown 
units specifically, to hold their own against further sales losses. Consequently, 
additional developments of this type will take place in tlie future, but the 

For interesting discussions of these problems, see Malcolm P. McNair, "'Significant 
Trends and Developments in the Postwar Period,” in Albert B. Smith (cd.),’ Competitive 
Distribution in a Free High-Level Economy and Its Implications for the University (Pitts- 
burgh: University of Pittsburgh Press, 1958), esp. pp. 19-22; and John W. Wingate, 
op.cit., pp, 10-23. 
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department store still has not solved the problem of successful branch store 
organization and management. 

Finally, the department store in many instances is now taking the lead 
in downtown rehabilitation. Many individual stores have made substantial 
investments in modernization and improvement of their physical plants. 
They have attempted to provide adequate parking space in the downtown 
area for their customers. And they are cooperating closely with municipal 
authorities and civic groups in plans for the general improvement of the 
central business district. The success or failure of these plans will have con- 
siderable bearing on the future of the department store. 

Changes in Consumer Tastes. Consumer spending patterns have changed 
significantly in the postwar period. Expenditures for automobiles and auto- 
motive products, for durable goods generally, and for services have increased 
much more rapidly than have the expenditures for apparel and soft goods. 
These changes in spending patterns have had an adverse effect upon depart- 
ment store sales and profits. Most department stores rely on apparel and soft 
goods for a very important share of their volume. Studies by Entenberg in- 
dicate tliat, between 1929 and 1959, department stores improved their sales 
position in most of these lines and were actually obtaining a larger share of 
the market in 1959 than in 1929.^^ Another analysis of sales changes by mer- 
chandise groups, this one by the Controllers' Congress of the National Retail 
Merchants Association, indicates that department stores between 1948 and 
1958 improved slightly their over-all position in department store type mer- 
chandise. Sales volume in home furnishings declined proportionately during 
this period, but the sales of apparel lines increased sufficiently to more than 
offset this. Unfortunately, however, the apparel lines are largely the ones 
for which consumer expenditures have been lagging. 

Tlius far, little effort appears to have been made by department stores to 
diversify merchandise lines and perhaps not too much can be done in this 
respect, 'rhere is a distinct possibility, because of changes in the age dis- 
tribution of the population, that consumers in the sixties will spend more 
of their income for apparel, and there is even some evidence that this is al- 
ready taking place. If the consumer expenditure pattern of the fifties con- 
tinues, however, the department store will either have to diversify to meet 
this pattern or obtain an increasing share of the market for existing lines. 
Otherwise, the relative position of the department store must continue to 
decline. 

** Robert D. Entenberg, The Changing Competitive Position of Department Stores 
in the United States by Merchandise Lines, rev. ed. (Pittsburgh: University jof Pittsburgh 
Press, 1961). 
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Competition from Low-Cost Retailers. New and more economical fonns 
of retailing have been evolving almost constantly in recent years: the chain 
store in the twenties, the supermarket in the thirties, and the discount house 
in the forties and fifties. During the postwar period, the further spread of 
the supermarket and the rise of the discount house have pointed up the high 
costs and gross margins of the department store. The discount house in par- 
ticular, with little service and expense ratios of 16 to 18 per cent or even 
lower, has taken over much of the appliance and durable goods volume of 
the department store. This coupled with the relative decline in consumer 
spending for apparel made it particularly difficult for the department store 
to maintain its competitive position. 

The department store has been slow to adapt its operations to the new 
competition. Some stores have reduced the prices of appliances and have 
avowed their intention to compete with the discount houses. Others hold 
periodic warehouse sales with low prices and a minimum of service. But in 
general department stores have not reduced services appreciably, have not 
adopted the self-service and self-selection procedures of their competitors, 
have not effected economies in expense that would permit significantly lower 
markups and prices, and have not adopted pricing policies designed to achieve 
a large sales volume at a low unit cost. ITiis problem of competition is a 
significant one, and many authorities believe that the department store must 
change substantially its methods df operation if it is to regain its fonner 
position in the retailing structure. It does appear that the modern consumer 
prefers low prices to expensive services, and low prices have been stressed by 
the supermarket and the discount house. It is pertinent, therefore, to turn 
the discussion to these two retail institutions which constitute the subject 
matter of the following chapter. 
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. RETAIL INSTITUTIONS (Continued) 


The Supeimarket 

During the depression years of the early thirties, a new type of food store 
called the '‘supermarket” developed rapidly and attracted wide attention. 
Supermarkets were very large stores engaged primarily in the sale of food 
at low prices. Prior to the thirties there were large food stores in operation, 
particularly on the Pacific Coast and in certain large eastern cities. These 
were not then known as supermarkets, although they are commonly classed 
as such today. The stores that attracted attention in the early thirties were 
located in the outskirts of certain large eastern cities and were housed in 
abandoned warehouses and factory buildings. They were crudely equipped 
affairs, occupying a large space, doing a large volume of business, operating 
on a self-service and cash-and-carry basis, and selling foods at exceptionally 
low prices. They advertised widely and often used bizarre publicity devices 
to attract crowds. The owner of the store, quite often a wholesale grocer 
or a man with chain store experience, usually operated the dry grocery de- 
partment and frequently the other food departments as well, and leased space 
to others who operated soda fountains, restaurants, and sueh nonfood de- 
partments as drugs, automobile accessories, and clothing. Many of these 
stores did a volume of business amounting to a million dollars or more per 
year. 

This early supermarket was, to a considerable extent, a device of the in- 
dependent wholesaler and retailer to meet the competition of the chain store. 
But chain store units had already begun to develop as general food stores 
during the twenties, and the self-service type of operation had l?cen inaug- 
urated as early as 1916 by Clarence Saunders in his Piggly Wiggly s^tores. Thus 
the general trend was already established among the chains, but the sub- 
stantial competition of the new independent supermarkets greatly accelerated 
the trend. Beginning in the middle thirties, therefore, the chains began to 
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replace on a large scale their relatively small neighborhood-type grocery stores 
with large complete food stores which also were called supermarkets. Since 
that time the supermarket has developed rapidly as a retailing institution, with 
both independent and chain store operators. But present-day supermarkets 
are a far cry from the early ones. In particular, store buildings, fixtures, and 
equipment are modern, attractive, and inviting to the customer. Great em- 
phasis is placed on efficiency in operation, mechanization, rapid service at 
the check-out counter, and approved principles of store layout. Although 
pricing policies are still important, there is not the emphasis on low prices 
that once existed. Gross margins probably average 16 to 18 per cent over-all 
compared with the 6 to 8 per cent obtained on dry groceries, which were 
featured as price leaders by the early markets. Nevertheless, the modern super- 
market is a low-cost retailing institution especially in comparison with other 
types of retail stores, and it still has many of the characteristics of the early 
markets. 

Characteristics of Supermarkets. Although supermarkets vary greatly, they 
have certain common characteristics that distinguish them from other retail 
institutions. First, a supermarket must carry a complete line of food products: 
dry groceries, meats, fresh fruits and vegetables, dairy products, and bakery 
products. It may or may not handle other types of goods. Most modern super- 
markets do not attempt to carry the varied lines of merchandise that were 
sometimes sold, usually through leased departments or concessions, by the 
earliest markets. But, since World War II, there has been an increasing trend 
to stock nonfood convenience goods: drugs, toilet articles, housewares, toys, 
women’s hosiery, and recently even gasoline and automotive accessories.^ 
Supermarkets do not attempt to stock complete lines of these products but 
handle the faster-moving items and ones that carry' a good markup. Accord- 
ingly, the sale of these products may add substantially to gross profit without 
a corresponding increase in expenses. A supemiarkct, however, to be classi- 
fied as such does not have to handle these products; it must merely be a 
complete food store. 

Secondly, a supermarket must have self-service at least in the dry grocery 
department. Most early supermarkets confined their self-service operation 
to this department, but sclf-ser\'icc has increased greatly in recent years both 
in supennarkets and in other types of retail stores. Most supermarkets now 
have self-service operation in most, if not all, departments. Probably the last 
department to be converted to self-ser\dce in most markets is the fresh meat 

1 For a discussion of nonfood items in supermarkets, see M. M. Zimmerman, The 
Super Market (New York: McGraw-Hill, 1955), Chap. 11. 
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department. Even here it is estimated that two thirds of the supermarkets 
utilize self-service and prepackaging. 

Third, a supermarket is a large store and it has some type of departmental 
organization. Most supermarkets have not carried departmentization to the 
point reached by department stores, but they do have some departmental 
organization and control. With respect to size, there is no commonly recog- 
nized standard. Prior to World War II, an annual sales volume figure of 
$100,000 was probably suitable, whereas at the present time the figure of 
$375,000 used by the Progressive Grocer magazine is perhaps the most widely 
quoted.* Smaller stores which otherwise have the characteristics of super- 
markets— namely, self-service and a complete food line— are often called 
“superettes." 

Importance of Supermarkets. The Census of Business does not attempt 
to classify and enumerate supermarkets. Consequently, there are no official 
statistics on their importance. ITie Census does, however, give information on 
grocery stores by size inter\'als, and it is possible to show the development 
of the supermarket from these data. In the following analysis, the size cri- 
terion of $100,000 is used for 1939 and $300,000 for 1948 and 1958. The 
latter figure is used rather than the $375,000 previously quoted because the 
Census uses it as a breaking point in its classification system. 

In 1939 there were 6,221 self-serv4ce combination food stores which might 
properly be classified as supermarkets. These stores had total sales of $1,380 
million, which constituted 3.3 per cent of total retail sales. By 1948 the 
number of supermarkets had increased to 12,482 with sales of more than 
$8,320 million, 6.5 per cent of total retail volume. In 1958 there were 27,793 
grocery stores each with annual sales of $300,000 or more. A few of these 
probably were not properly classifiable as supermarkets, either because they 
did not carry a complete food line or because they did not have self-service, 
but the number is negligible.® These stores had sales of more than $28 billion, 
approximately 14 per cent of total retail trade. Although supermarkets con- 
stituted less than 10 per cent of all grocery stores, they obtained 65 per cent 
of total grocery store volume. Thus, in a period of approximately twenty years, 
supermarkets gained a commanding position in food retailing. As a matter 
of fact, their proportion of total retail sales exceeds that of department stores, 

2 The Super Market Institute, organized in 1937, used as a requirement for member- 
ship annual sales of $250,000. In 1951 this was raised to $500,000 and in 1955 to 
$ 1 , 000 , 000 . ; 

> Changes in methods of classification make it impossible to obtain aiv exact com- 
parison between 1958 and the earlier years, but the differences are not great. Sources for 
the data in this paragraph are U.S. Census of Business: 1939, Vol. I, Retail Trade, Part 1, 
p. 817; U.S. Census of Business: 1948, Vol. II, Retail Trade, p. 15.05; and V.S, Census 
of Business: 1958, Advance Report, Retail Traik, Sales Size, p. 2-5. 
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variety stores, and mail order houses combined. Truly the supermarket is 
a retailing development of great significance. 

Advantages of the Supermarket. The growth of the supermarket has been 
due largely to its methods of operation and its merchandising policies. It has 
the advantage of convenience of shopping, permitting the consumer to pur- 
chase all of the family's food needs at one store. Of even greater importance, 
the supermarket was the first retail institution to provide, as an integral part 
of its operation, free automobile parking space. This certainly has been a 
significant advantage in view of the problems created for other retailers by 
traffic congestion and the lack of parking space. Finally, there is the self- 
service method of operation. Not only did it reduce expenses and increase 
store efficiency in relation to the clcrk-serv'ice type of operation, but it also 
resulted in increased sales per customer. There can be little doubt that, for 
many types of merchandise and especially for convenience goods, the con- 
sumer will buy a greater variety of merchandise if he is permitted access to 
the goods and left to his own devices. The supermarket has capitalized on 
this principle by stocking a wide variety of items, more than 6,000 on the 
average at present compared with some 800 during the twenties for the old- 
type grocery store, and by the use of mass display. Tlie result has been a 
high average sale per transaction, high productivity per employee, low ex- 
pense ratios, and low average prices. The success of the supermarket is built 
upon a firm foundation. 

Limitations of the Supermarket. In view of the past development of the 
supermarket one might well wonder whether there are really any significant 
limitations to its future growth. Population is increasing and is expected to 
continue to increase. No decline is anticipated in the proportion of the con- 
sumer dollar that is spent for food. As consumer incomes and expenditures 
increase, per capita expenditures for food are expected to rise also.** TTiere 
seems to be little doubt that the supermarket still has growth possibilities 
but there appear to be significant limitations to this growth. 

In the first place, supermarkets require concentrations of population. Few 
supermarkets exist in areas with population concentrations of less than 10,000 
persons. In 1958 there were more than 1,000 counties in the United States, 
almost one third of the total, which did not have a single supermarket.® Ex- 
pansion of supermarkets is not likely to take place on a large scale in these 
counties, which are small in population, and thus must be confined largely 
to those areas which already have a large number of supermarkets. But suitable 

^ Sec William Applebaum and David Carson, “Supennarkets Face the Future,'' Har- 
vard Business Review, March-April 1957, esp. pp. 125-7. 

® According to ‘‘Super Market Land" published by the American Weekly. 
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locations in the larger cities are already becoming difficult to obtain, and 
each new market that is opened not only reduces the number of available 
locations but provides increasing competition for existing markets. Already 
small grocery stores, those with annual sales of less than $75,000, have been 
reduced to 7 per cent of the total grocery store market, which is certainly 
close to the irreducible minimum.® One possibility for further supermarket 
expansion, of course, is the growth of the smaller superettes into full-fledged 
supermarkets. 

A second problem of the supermarket is rising costs which arc leading to 
a ^'cost-price ^queeze."^ ^ Increasing competition among supermarkets them- 
selves has led to more expensive store buildings and equipment, longer store 
hours and increased labor expense, and higher promotional and advertising 
costs. Although the supermarket originated as a low-cost, low-price operation, 
the pressure of competition has led to a "trading-up"' effect. In particular there 
is the necessity for constant modernization of building, fixtures, and equip- 
ment, thus an increasing investment in facilities.® Because of the low net 
profit rates of supermarkets, from 1 to 3 per cent of net sales, financing for 
modernization is not always easy to obtain. Costs have risen steadily in re- 
sponse to competitive pressures. The increase in number of items stocked 
has required more space. Longer store hours have resulted in higher labor 
and operating costs. Expenditures for promotional purposes—for example, 
more than 35 per cent of all supermarkets gave trading stamps in 1959— have 
also increased in many instances: As yet these increased costs have probably 
not restricted the development of the supermarket to any great extent, but 
they have been instrumental in the decisions of operators to stock nonfood 
items with high margins and in some instances to place more emphasis upon 
private brands. Further increases in costs might prove to be a deterrent to 
supermarket expansion. 

The supermarket is also beginning to have personnel problems somewhat 
similar to those of the department store. Insufficient attention has been paid 
to the development of executives, and a shortage of trained personnel of this 
type is expected in the future. Wage rates for regular personnel have been 
advancing and are above those of most other retail establishments. Nor is 
labor productivity expected to rise as rapidly as wage rates in the near future. 

•'Tacts in Grocery Distribution,” 1960 edition, Progressive Grocer, April 1960, pp. 
F7-F9. 

^ Gross margins are now said to average 20 per cent compared with 17 a decade 
ago. See “Not Much More Room To Grow,” Business Week, June 4, 1960. p. 45. 

» It has been said that there are few supermarkets more than five years old that have 
not been remodeled or abandoned. E. A. Brand, “Supermarkets and the Ghanging Times,” 
in Robert D. Buzzell (ed.). Adaptive Behavior in Marketing (Chicago: American Mar- 
keting Association, 1957), p. 2. 
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To make the personnel situation even more difEcult, greater and greater use is 
being made of part-time employees,® which means that new problems are 
arising with respect to training and employee incentives, and that labor 
turnover rates are increasing. 

Thus there are limitations to the future development of the supermarket. 
At present it is not clear exactly how significant these limitations will be. 
The industry is still growing although the rate of growth has been declining 
since 1956. Most authorities expect this trend to continue for several years. 
In any event, the supermarket has reached maturity as a retail institution. 
External factors, such as population growth and consumer expenditure pat- 
terns, will be important in its future development; but management must 
be alert in the future, as it appears to have been in the past, to adapt to 
changing conditions as they arise. 


The Discount House 

Although the rise of the discount house as a retail institution is usually 
associated with the period following World War II, neither discount selling 
nor even the discount house are particularly new phenomena. There were 
a number of discount houses in New York during the thirties, including one 
which was operating as early as 1914.^® It was estimated in a study made in 
1937 and 1938 that diseount sales in the Boston area amounted to 1.5 to 
2 per cent of total retail sales, or 5 to 7 per cent of sales of the types of goods 
usually subject to discounting.^^ And by 1943 there were approximately 200 
discount houses in New York.^® 

'riie discount house, therefore, appears to have had its origin in the de- 
pressed thirties when consumers were especially receptive to any retail in- 
stitution that would sell merchandise at reduced prices. It was also during 
this period that most states passed the so-called “fair trade” laws which per- 
mitted the manufacturer to establish the resale price of a branded product 
and thus restricted price competition among regular retailers.^® Most manu- 
facturers established prices which gave retailers rather generous gross margins 
—in the household appliance field from 33 to 40 per cent. Some manufacturers 

® Over 40 per cent of all supermarket personnel now consist of part-time employees. 
See William Applcbaum and David Carson, oficit, p. 132. 

Ralph S. Alexander and Richard M. Hill, What To Do About the Discount House,” 
Harvard Business Review, January-February 1955, p. 53. 

Gerald B. Talhnan, “When Consumers Buy at Wholesale,” Harvard Business Re- 
view, Spring 1939, p. 341. 

1* Frances M. Lehman, “The Discount House,” Journal of Retailing, February 1943, 
p. 24. 

13 The fair trade, or resale price maintenance, laws are discussed in CBap. 28. 
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who established resale prices for dealers did not invoke the price maintenance 
laws and some who did invoke them were lax in enforcement. The discount 
seller, therefore, quickly seized the opportunity to sell these price-maintained 
products at a discount to selected groups of customers — the employees of a 
large nearby manufacturing firm, members of a labor union, government em- 
ployees, school teachers, and similar groups. Discount prices thus were not 
openly offered and advertised, and admission to the discount house was 
usually by identification card. 

The advent of World War II interrupted the normal development of 
the discount house because of the shortage of merchandise, a shortage that 
was particularly prevalent in the products most adaptable to a discount opera- 
tion. But with the resumption of the production of consumer durable goods 
on a large scale in the late forties and early fifties, the discount house flour- 
ished. This period was one of substantial competition for volume on the part 
of manufacturers. Discount houses could supply this volume and it was not 
difficult for them to obtain supplies. Regular distributors and dealers with 
overstocks were usually glad to sell in volume to the discount houses at 
regular wholesale prices or at a small markup over cost. And the manufacturer, 
although his regular distribution channels were being violated and his regular 
dealers injured, was obtaining the desired volume and in most cases was 
reluctant to interfere. Moreover, the fair trade laws began to break down. 
More and more state laws were being held unconstitutional, especially in the 
fifties, and more and more manufacturers removed their products from the 
protection of these laws even in the states in which they continued to exist. 
Thus discount houses began to operate openly, to advertise, and to solicit 
patronage from all consumers rather than from special groups. 

The present discount house then must be classified as a major regular 
retail institution. It has developed basically for two reasons. First, consumers 
were willing to have certain services eliminated in return for lower prices. 
Secondly, retailers in many instances, especially immediately after World 
War II, were charging prices in excess of the value of the services actually 
being performed. The development of the discount house then gave con- 
sumers greater freedom of choice, enabling them to purchase items without 
service if they so desired. Also it forced the regular retailers to examine their 
operations and to bring their prices and margins more in line With the actual 
costs incurred and services performed. < 

Characteristics of Discount Houses. Although discount houses vary greatly 
as to methods of operation and other characteristics, they are distinguished 
by one common feature: the sale of merchandise at a discount “from the 
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manufacturer’s listed retail price or from the price at which other types of 
retailers sell or purport to sell.” All retailers who discount are not neces- 
sarily discount houses, however. Although regular automobile dealers do a 
great deal of discounting of the prices of new automobiles, they are not 
usually considered to be discount houses.^® The distinction is that the dis- 
count house has a regular and consistent policy of selling below the list 
price and treats all customers in much the same way. There is no camouflage 
of operating through an inflated trade-in allowance or through some other 
price-cutting device. Most modern discount houses have the discount price, 
and usually the list price, marked on the merchandise. Individual bargaining 
on price between the store and the customer is likely to be no more prevalent 
in the discount house than it is in many other types of retail stores. 

Discount houses handle many different types of merchandise but in 
general they concentrate on specialty goods and avoid convenience goods. 
Household appliances, typewriters, photographic equipment, sporting goods, 
pens and pencils, furniture and house furnishings, jewelry, and silverware are 
the traditional products sold by discount houses. More recently, many of 
the larger discount houses have added soft goods, that is, clothing and apparel 
lines. In general, the discount house concentrates on well-known national 
brands in order to capitalize on the sales efforts of the manufacturers and 
point up to the consumer the amount of the price differential. They also 
stress merchandise with a high unit price. 

The third characteristic of the discount house is that it is essentially a 
nonservice store.^* Merchandise stocks arc limited and many items are sold 
by special order. Selling service is provided and salespeople are often reported 
to be well trained and helpful, but self-selection procedures are utilized 
effectively. Credit is not normally extended through open charge accounts, 
and an extra charge is made for the delivery of bulky merchandise. Installa- 
tion and repair service are not usually provided. If the product fails to perform 
satisfactorily within the warranty period, the buyer must take up the matter 
directly with the manufacturers authorized distributor or ser\'ice station. 
Many of the services rendered by other stores, such as check cashing, gift 
wrapping, C.O.D. shipments, and telephone orders are either not offered 
at all or are definitely discouraged. This lack of service, of course, constitutes 
the basic reason why discount houses can sell at low prices. 

Ralph S. Alexander and Richard M. Hill, op.cit.f p. 54. 

It was reported near the end of 1958 that most automobile dealers were selling 
about 12 per cent below the posted price. Business Weefc, December 20, 1958, p. 25. 

For an account of the specific services offered by some discount houses, see Claire 
M. Gross, “Services Offered by Discount Houses in Metropolitan New York,” Journal 
of Retailing, Spring 1956, pp. 1-13. 
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Importance of Discount Houses. It is not possible to determine even 
approximately the importance of discount houses at the present time. It was 
estimated that for the Los Angeles area in 1952 at least 25 per cent of major 
appliances were being sold at discount prices.^' By 1954 trade paper reporters 
placed the figure at 55 to 70 per cent. It was estimated in the same year 
that there were 6,000 to 10,000 discount houses in the United States with 
annual sales of $5 billion.^* Another 1954 estimate placed the sales figure 
of discount houses at $25 billion, or 18 per cent of total retail trade.*® No 
doubt some of the difference in these estimates is accounted for by differ- 
ences in the definition of a discount house and perhaps by a failure to dis- 
tinguish between discount selling generally and sales by discount houses as 
such. Nevertheless, it is evident that the growth of the discount house was 
one of the very important trends in retail distribution during the fifties. 

Advantages of the Discount House. The growth of the discount house 
is based on its ability to sell merchandise at lower prices than those charged 
by competitive retailers. In order to do this consistently, it must operate 
economically and with low costs. The discount house does appear to have 
a substantial cost advantage in relation to its principal competitors. Some of 
the major houses have claimed in the past expense ratios of 10 to 12 per 
cent of sales.*® At present it is generally assumed that expenses amount to 
15 to 18 per cent of sales, substantially lower than the ratios of 33 to 34 per 
cent generally required by department stores. It has already been noted that 
discount houses do not offer many of the services ordinarily associated with 
the retailing of consumer durables, and this is the principal source of the 
economics effected by discounters. In addition, sales per employee are con- 
siderably higher in discount houses than in most of the competitive forms 
of retailing, especially department stores. Finally, there is usually a more 
efficient utilization of selling space, since discount houses ordinarily operate 
with limited space in relation to the volume of sales and also often utilize 
low-rent locations. 

Limitations of the Discount House. Although the discount house has 
grown rapidly in importance as a retail institution and will undoubtedly con- 

F. W, Gilchrist, ‘‘The Discount House,” Journal of Marketing, January 1953, p. 270. 

Herbert Brean, ^Discount Houses Stir Up a $5 Billion Fuss,” in Malcolm P. McNair 
and Harry L. Hansen, Readings in Marketing, 2nd ed. (New York: McGraw-Hill, 1956), 
pp. 345-55, reprinted from Life, August 9, 1954. 

i®The estimate was made by the Chamber of Commerce of the United States and 
quoted by Arnold Corbin, ”The Economics of Discount Selling,” in John; W. Wingate 
and Arnold Corbin (eds.), Changing Patterns in Retailing (Flomewood, 111.: Irwin, 1956), 
pp. 126-7, reprinted from the New York Retailer, March 1955. 

®®See Arnold Corbin, op.dt, p. 129, for a breakdown of the expenses of one house 
as of the early fifties. 
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tiniie to increase in importance, there are some limitations to its future 
growth. In the first place, the discount house is subject to the same type 
of trading-up effect that has already been noted in the case of supermarkets. 
For some time, there has been a trend away from upstairs low-rent locations. 
In New York, the majority of discount houses are now found in high-rent 
areas with heavy customer traffic, and this is also the trend in other large 
cities. More money is also being spent on attractive exterior signs and on 
advertising and promotion. Thus costs are rising and part of the price ad- 
vantage of the discount house must necessarily be lost. 

Secondly, the discount house is being faced with constantly increasing 
competition from other retailers, especially the department store. Many of 
the latter are now openly advertising discount prices on appliances and offer- 
ing to meet any price that the customer can obtain elsewhere. A number 
of department stores are holding periodic “warehouse sales” at which dis- 
count merchandise is sold at the warehouse, often with a minimum of service, 
at prices that compare very favorably with those of discount houses. Regular 
appliance dealers are also becoming more and more aggressive in promoting 
discount prices and special sales. The principal problem that these competi- 
tive retailers face is whether they can reduce their costs sufficiently to make 
these sales profitably. If the department store and appliance dealer continue 
to operate on a ser\ice basis with the higher costs that are incurred by such 
operation, it w'ill be difficult to sell profitably at nonservice prices. But if 
services and costs arc reduced and if costs are appraised more accurately and 
realistically, these retailers will be in a position to furnish substantial com- 
petition to the discount house. 

A third factor which may limit the future growth of the discount house 
is the increasing freedom to compete that is being accorded to regular dis- 
tributors and dealers. As has been previously noted, the fair trade laws are 
no longer so effective as they once were, and regular dealers are now more 
likely to be able to reduce prices without fear of legal action by manufacturers. 
Moreover, a few manufacturers arc reducing prices and marketing margins 
so that the difference between regular prices and discount prices is no longer 
so pronounced.'-** If this trend continues, the prices of discount houses will 
be less attractive to the consumer than they have been. 

21 Claire M. Gross, op.cit., p. 4. 

22 At the end of 1955, the General Electric Company reduced distributors’ and dealers’ 
gross margins on small appliances and established lower recommended retail prices. Pre- 
viously the company had turned over to its wholesale distributors the responsibility foi 
setting retail prices on major appliances, thus permitting each distributor to adjust to the 
price situation in- his area. Both moves would appear to be attempts to help dealers meet 
the problem of discount pricing. See further discussion in Chap. 28. 
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Finally, it should be noted that most discount houses are faced with the 
same problems of traffic congestion and lack of parking space for customers 
that afflict other retailers in downtown locations. Discounters, of course, can 
move to the suburbs, and there is some tendency for them to do so. But the 
nonservice character of the discount house is so firmly established that only 
a few of the largest have made any attempt to provide parking space. When 
they do, it may be presumed that higher costs of operation will result. 


Conclusions 

The rapid changes that have taken place in the retailing structure and 
in retailing institutions since World War II have been designated as the 
“retailing revolution” and no doubt justifiably so. But in many respects the 
changes have been evolutionary rather than revolutionary. Retailing has always 
been a very dynamic part of the marketing system of the United States, and 
change has been the rule rather than the exception ever since the single-line 
store began to replace the general store. The single-line store has given ground 
in turn to scrambled merchandise lines and large-scale forms. In a certain 
sense, retail institutions appear to be reverting to the general store philosophy. 
The constant expansion of product lines and the resulting overlapping of 
merchandise offerings makes it more and more difficult to classify retailers 
by institutional type. The larger discount houses are often similar to de- 
partment stores except for the lack of emphasis on service, and many super- 
markets resemble general stores except in size and degree of departmentization. 

Retail institutions in the United States seem to follow a rather .specific 
evolutionary pattern. A new type of institution originates, somewhat similar 
to existing types, but with a substantial emphasis on new and less expensive 
methods of operation and on low prices. On the basis of the price app>eal, 
an early clientele is easily attracted. The success of the innovators attracts 
competitors who establish like types of operation. Moreover, the older in- 
stitutions attempt to adjust their operations in order to compete more suc- 
cessfully. As competition increases generally, the price appeal loses some of 
its effectiveness and the trading-up process begins. Services are added, modern 
buildings are utilized, better and more costly locations are found, and ex- 
penses gradually increase. This adjustment continues until some level of 
competitive equilibrium is reached, generally a level at which cost^ and prices 
are lower than they were in the older retail institutions but higher than they 
were in the new institution at the time of origination. If the tradin|^-up process 
and the competition in service gets out of hand, as it apparently did in the 
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case of the department store, a new institution develops and a new cycle of 
change begins. 

At the present stage of the evolutionary process, the old type of general 
store has been almost completely eliminated, a victim of social change as 
well as of new retailing institutions. The department store and many of the 
limited-line stores represent the older and higher-cost forms which are at- 
tempting to adjust not only to social change but also to the competition of 
new institutions, the supermarket and the discount house. But the super- 
market has already traded up to a considerable extent and the discount house 
is following in its steps. Rising costs are leading the supermarket into the 
higher-margin nonfood products, and it is probably for the same reason that 
discount houses are expanding into soft goods. Extreme diversification of 
lines may well result in still higher costs. Whether the supermarket and dis- 
count house will follow the pattern set by the department store is not yet 
clear, but, if they do, it is likely that new institutions will arise to furnish 
competition for the old. 

CASE PROBLEM-THE CORNER DRUG STORE 

The Corner Drug Store is located in the downtown shopping district of a 
city of 25,000 population. It is a well-established store, having been operated 
under the present name for about forty years and by the present owner for ten 
years. It is one of the three largest drug stores in the community with a sales 
volume of $175,000 per year, about one third of whieh is made on open aecount 
credit. Of the ten drug stores in the city, eight are loeated in the main business 
district. These stores are essentially alike in their methods of operation, handling 
similar assortments of merchandise at similar prices. All are independently owned 
and operated, although the largest store has a franchise arrangement with the 
Rexall Drug Company and handles a large number of Rexall brands — along with 
other brands, of course. 

The Corner Drug Store has been approached by a fixture company with the 
idea that it should convert to self-service. Since no other drug store in the com- 
munity is using self-service, it is argued that the Comer Drug Store could increase 
its sales volume substantially by converting. ITie representative of the fixture 
company states that one third of the nation’s drug stores are using self-ser\'ice 
and the average increase in volume upon conversion is from 25 to 30 per cent, 
with individual stores often reporting increases of more than 40 per cent. Reports 
in trade journals generally substantiate these figures, although some stores, of 
course, have failed to realize significant gains upon conversion. 

At the present time, the Corner Drug Store employs one registered pharma- 
cist in addition to the owner, five salespeople, a bookkeeper, and a pricing clerk. 
It is not anticipated that conversion to self-service will reduce significantly the 
number of employees required. In the first place, there are a number of products 
for which self-service is not appropriate: prescription drugs, personal products, 
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and such items as cosmetics and photographic equipment which require the 
services of a salesperson to give advice and sales points. In addition, it is expected 
that many customers will require assistance in locating wanted items. On the 
other hand, it is anticipated that peak traffic loads will be handled more rapidly 
under self-service and with less customer waiting. 

One of the problems of the Corner Drug Store is that it has only 5,000 square 
feet of floor space, of which 3,700 is selling space, whereas the minimum usually 
recommended for a self-service operation is from 5,500 to 7,500.* The represent- 
ative of the fixtures company, however, states that he knows of several self- 
service operators who arc doing well with only 4,000 square feet of space. How- 
ever, a certain amount of remodeling will be necessary if conversion is effected, 
some new fixtures will be required, and new equipment — such as cash registers — 
will have to be purchased. It is estimated that the cost of conversion will amount 
to approximately $25,000. 

What arc the advantages and disadvantages of converting the Corner Drug 
Store to a self-service operation? What should the proprietor’s decision be? If 
the decision is made to convert, what changes, if any, should be made in the 
merchandise assortment policy and in the price policy of the Corner Drug Store? 
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THE 
CONTROL 


OWNERSHIP AND 
OF RETAIL ESTABLISHMENTS 


Oil the basis of ownership and control, the primary distinction to be 
made is that between the independent retailer and the eorporate chain. 
Many independents, however, in order to meet the eompetition of the 
chains, liave banded together into organizations designated as “contraet 
chains.'' In these organizations, groups of independent retailers engage in 
numerous joint activities, such as buying, advertising, and sales promotion. 
I’hc objective is to achieve the economies and efficiency of the chain store 
system without the loss of individual freedom of action. There are two basic 
types of contract chain: the voluntary group and the retailer-cooperative 
group. In addition, there is a fourth form of retail ownership and control, 
the consumer cooperative. T’his is an establishment owned and operated by 
the consumers who patronize it. Although of minor importance in the re- 
tailing system of the United States, it represents a distinct form of marketing 
organization and is of considerable importance in a number of other coun- 
tries. These four types of retail organization will constitute the subject matter 
of this chapter. 


THE INDEPENDENT RETAILER 

Most retail establishments are independently operated and controlled. 
In the United States in 1958, some 90 per cent of all establishments doigg 
66 per eent of total retail sales volume consisted of single-unit operations.^ 
Exeept for a few consumer cooperatives and perhaps a limited number of 
stores of other types, all of these single units were operated as independents. 

1 Computed from data in the U.S. Census of Business: 1958, Advance Report, Retail 
Trade, Sales Size .(Washington, D.C.: U.S. Department of Commerce, Bureau of the 
Census, 1960), p. 2-2. ^ 
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In addition, there were a certain number of the smaller multiunit firms which 
undoubtedly were operated in the manner of independents rather than as 
chain store systems. 

Although independent retailers are of all types and sizes, it is evident 
from previous discussions that most of them are small and most of them 
operate limited-line stores. Accordingly they have the advantages and dis- 
advantages of small-scale operators and of limited-line retailers, which have 
been discussed in Chapters 9 and 10. In comparison with chain store systems 
specifically, independents have two principal advantages; (1) flexibility and 
freedom of action and (2) the incentive of personal ownership. The inde- 
pendent retailer is in a better position to adapt his operations to local con- 
ditions than is the manager of a chain unit. Decisions can be made without 
waiting for permission from headquarters, and there are no conflicting central 
office policies to prevent appropriate action. Products and brands can be 
stocked which are in demand in the local community without regard to 
whether it is the policy of headquarters to handle particular items. More- 
over, the independent merchant has every incentive to make these and other 
decisions promptly and wisely since he is the one who obtains the profit 
or suflFers the loss. That these advantages are not insignificant is shown by 
the fact that chain store systems for many years have tended to give their 
local managers more and more autonomy, especially in buying, and have 
established profit-sharing compensation plans to provide management in- 
centive. 

The disadvantages of the independent retailer are largely those of small 
size and lack of specialization in management, points that have been pre- 
viously discussed. Even the large independent is not likely to have the buying 
power of the chain or an equal amount of specialized managerial personnel. 
Of even greater importance, the small independent often docs not have the 
knowledge of business to operate efficiently. This was particularly true in 
the days of rapid development of chain store systems when the foundation 
of their success often lay in the inefficiency of independent merchants. Since 
that time, a great deal of effort has been devoted to improving the managerial 
efficiency of the independent. Information and advice on business methods 
and operations are available from manufacturers, wholesalers, contract chain 
headquarters, collegiate schools of business, and the federal govertiment. Much 
has been accomplished in making the independent merchant a ^ore efficient 
businessman, and he is in general an effective competitor of ^e chain. In 
fact, independents as a whole have not lost ground to the chains during the 
last three decades. But they have lost ground in some merchandise categories. 
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the competition in many lines is intense, and the independent cannot afford 
to become complaisant— although the chains have their problems also as will 
be seen in the following section. 


THE CORPORATE CHAIN 

A chain store system consists of a number of retail stores which sell 
similar products, arc centrally owned, and are operated under one manage- 
ment. Although there are exceptions, such as the ownership group type of 
department store chain previously discussed, most chains have central buying 
for all stores and centralized control of store design and operation, advertis- 
ing, and personnel policies. Merchandise is often supplied to all unit stores 
from warehouse distribution centers. 

The existence of a separate central office or administrative unit is nor- 
mally conclusive evidence that the organization is that of a chain. Branch 
store organizations rely on a parent store to serve the branches rather than 
on a central administrative unit serving and controlling all stores. Large chain 
store systems have numerous administrative units at district and divisional 
levels as well as the principal central office at national level. One of the 
problems of such an organization, of course, is to achieve proper coordina- 
tion and delegation of authority and responsibility at these various manage- 
ment levels.* 

No specific number of store units is necessary for an organization to be 
defined as a chain store system; the controlling factor is whether it has central 
ownership and operation. However, organizations with only a few units are 
less likely to have central offices than are those with a greater number. Ac- 
cordingly, the Census of Business prior to 1948 required that a multiunit 
organization have at least four stores to be classified as a chain. Since 1948 
the Census has not specified any particular number of units, although there 
has been a tendency in the trade press to use eleven units as the dividing 
line. In the discussion here, the four unit requirement will be used generally 
in order to achieve maximum comparability of data. 


Development and Present Importance 

Although the chain method of operation has been in existence for cen- 
turies, the chain store as we know it today made its appearance in the United 
States in 1859 with the establishment of the second unit of the Great At- 

* For suggested solutions at the divisional level, see Edgar A. Pessemier. "Division 
Organization in Food Chains," Jourtud of Retailing, Winter 1957-58, pp. 170-81. 
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lantic & Pacific Tea Company.® In the following half century, many other 
chains were started including the F. W. Woolworth Company in 1879, 
Kroger Grocery & Baking Company in 1882, S. H. Kress & Company in 1896, 
S. S. Kresge & Company in 1897, and the National Tea Company in 1899. 
The volume of business of these and other firms grew at a fair rate until 1900. 
It increased more rapidly from 1900 to 1920 and tremendously from 1920 to 
1930. During this latter decade, the rise of the chain store was probably the 
most significant development in marketing, certainly the most significant in 
retailing. The number of chain store organizations and units increased rapidly 
during the period, and the proportion of total retail sales volume obtained 
by the chains rose from less than 5 per cent at the beginning of the period 
to more than 20 per cent at the end of it. Expansion took place in virtually 
all retail lines but was of particular importance in the food field. 

Since 1930 the relative sales volume of the chains has tended to level 
off at least until the mid-fifties. Although census data arc available for 1929 
and other years with respect to chain store units and sales, there have been 
several changes in the methods of enumeration and in the handling of multi- 
unit classifications. Thus exact comparisons are impossible to make. Accord- 
ing to the census figures, 23.7 per cent of total retail volume was obtained 
in 1954 by multiunit organizations with four or more establishments, and 
26.8 per cent in 1958.^ ITie figures reported for previous census years arc as 
follows: 22.8 for 1948, 21.7 for 1939, 23.3 for 1935, and 20.3 for 1929. Ac- 
tually, the ratios for these earlier years are probably understated in relation 
to those of 1954 and 1958, but the 1958 figure does appear to indicate a 
significant gain for the chains. Whether it represents the beginning of a new 
trend cannot be determined at 'present. 

Interesting changes have also taken place in the number of chain store 
units. In 1929 there were more than 151,000 chain units, amounting to 10.3 
per cent of total retail establishments. With the development of the super- 
market during the thirties and the resulting tendency of food chain organi- 
zations to replace several small stores with one large supermarket, chain store 
units by 1939 had declined to approximately 123,000 or 7 per cent of total 
establishments.® In 1958 there were some 114,000 chain store units constitut- 

sThis date is commonly used, but the exact date is uncertain. See Roy J. Bullock, 
‘‘The Early History of the Great Atlantic & Pacific Tea Company,” Hansard Business 
Review, April 1933, Part I, pp. 289-98. He also mentions an earlier chiin that l)cgan 
operation in New York City in 1855 but which no longer exists. 

^ See U.S. Census of Business: 1954, Vol. I, Retail Trade (V^ishingtqin, D.C.: IJ.S. 
Department of Commerce, Bureau of the Census, 1957), p. 19. The 1958 figure is com- 
puted from data in the V.S. Census of Business: J958, Advance Report,; Retail Trade, 
Single Units and Multiunits, 1960, p. 4-2. 

^Not all of the decrease in chain store establishments took place in the food field; 
other kinds of business were involved also. But the case of the Great Atlantic & Pacific 
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ing 6.4 per cent of all retail establishments. Since the figures for 1948 and 
1954 are about the same as those for 1958, it is likely that the trend toward 
retrenchment of units has about come to an end. 

Importance of Chains by Kind of Business. Some kinds of retail business 
appear to be much better adapted to the chain store type of operation than 
are others. Thus chain units in 1954 obtained almost 80 per cent of the total 
sales volume of all variety stores and 66 per cent of total department store 
sales. But in the automotive group only 3 per cent of the sales volume was 
obtained by chain units. The data for selected kinds of business are shown 
in Table 12-1. Although grocery stores rank third in proportion of sales ob- 

Table 12-1 

Proportion of Chain Store ® Sales to Total Retail Sales 
for Selected Kinds of Business, United States, 1954 


Per Cent of Chain 
Store Sales to Total 

Kind of Business Retail Sales 

Variety Stores 

79.7 

Department Stores 

65.9 

Grocery Stores 

45.4 

Apparel and Accessories Stores 

28.9 

Liquor Stores 

28.4 

Drug Stores and Proprietar>' Stores 

19.8 

jewelr>' Stores 

13.4 

Furniture, Horne Furnishings, 


and Appliance Dealers 

13.1 

Lumber, Building Materials, 


Hardware, and Farm 


Equipment Dealers 

11.8 

Gasoline Service Stations 

8.1 

Eating and Drinking Places 

7.6 

Automotive Group 

3.Z 

Total Retail Trade 

23.7 


® Multiunit organizations with four or more establishments. 

Source: U.S. Census of Business: 1954. Vol. I, Retail Trade (Washington, D.C.: 
U.S. Department of Commerce, Bureau of the Census, 1957), p. 19. 

tained by chains, it might be noted here that chain grocerj' stores have the 
highest total dollar volume of any singk type of chain operation. Of the 

Tea Company illustrates what did happen in that field. A & P oi^erated 5,217 units in 
1922 and 15,737 in 1931. Although official figures arc not available for the interim years, 
it probably eliminated about 5,000 stores between 1936 and 1941. As of 1958 A & P 
operated some 4,200 units of which 150 were located in Canada. 
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$40 billion of chain store sales made in 1954, grocery chains obtained almost 
$15 billion, or some 37 per cent of the total. 

Although the over-all proportion of chain store sales to total retail sales 
did not change greatly between 1929 and 1954, there were many changes 
within the various kinds of business. Some of these changes are shown in 
Table 12-2. Although the data are not completely comparable from one year 

Table 12-2 

Proportion of Chain Store** Sales to Total Retail Sales 
for Selected Kinds of Business, United States, Selected Years 




Proportion of Chain 
Store Sales to Total 
Retail Sales 


Kind of Business 

1929 

1939 

1948 

J954 

Variety Stores 

90 

87 

83 

80 

Department Stores ^ 

28 

42 

52 

66 

Grocery Stores: 

With Fresh Meat 

32 

38 

411 

43 

Without Fresh Meat 

46 

32 

21) 

Shoe Stores 

38 

56 

48 

46 

Women's Ready-To- 
Wear Stores 

23 

28 

29 

31 

Liquor Stores 

— 

46 

31 

28 

Jewelry Stores 

6 

10 

11 

13 

Furniture Stores 

14 

15 

12 

11 

Hardware Stores® 

3 

4 

16 

13 

Gasoline Service Statioi^ 

34 

10 

7 

8 

Eating Places 

14 

14 

11 

12 


" Multiunit organizations with four or more establishments. 

^The data for department stores are not very comparable. In 1954 the ownership group 
type of department store was included as a multiunit organization for the first time, and 
mail order houses of the department store type were excluded. Adjustment of the 1948 
percentage for the two changes is estimated to give a figure between 62 and 66. The 
percentages for 1929 and 1939, according to the Census, are probably overstated in relation 
to the 1948 percentage, and adjusted figures may not be much above those given. 

'Changes in the classification of hardware stores account for the greater part of the 
increase between 1939 and 1948. 

Source; Data for 1929, 1939, 1948 from U.S. Census of Business, 1948, Vol. I, Retail 
Trade, Part 1 (Washington, D.C.: U.S. Department of Commerce, Bureau.of the Census, 
1952), p. 18. Data for 1954 are, from Table 12-1 when available there; othe^ise computed 
by the writers from data in Table 4A of Vol. I of the 1954 Census, op.dt.l 

to another, they are sufficiently so to show the basic trends, ^us variety 
stores and furniture stores have shown a slight decline in the relative impor- 
tance of the chain, and gasoline service stations have shown a significant 
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decrease. This latter is a result of the policy of refiners during the thirties 
to lease company-owned stations to independent operators. The importance 
of the chain in department store operations, on the other hand, increased 
substantially between 1929 and 1948 (see note b in connection with the table). 
Trends with respect to other kinds of business may be noted in the table.® 

Importance of the Large Firms. One of the striking characteristics of the 
chain store field is the large size to which some of the individual organiza- 
tions have grown. Although there are several thousand chain organizations 
in the United States,^ the twenty largest appear to do almost 50 per cent 
or more of total chain store volume.® In the food field, the fifteen largest 
chains— eleven of which rank in the top twenty in sales volume among all 
chains— in 1958 obtained 30 per cent of total food store sales, both chain 
and independent.® There are six chain store organizations each of which in 
1959 had a sales volume in excess of one billion dollars. They are Montgomery 
Ward with $1.2 billion, J. C. Penney with $1.4 billion, Kroger with $1.9 
billion, Safeway with $2.4 billion. Sears, Roebuck with $4.0 billion, and 
A & P with $5.1 billion. I’he latter organization alone has about 2.5 per cent 
of the total retail sales volume of the nation (10 per cent of total food store 
volume), and the six together obtain about 7.5 per cent. 

Conditions Favoring Chain Development. Chain store systems, especially 
in the food field, developed rapidly during the twenties because they adopted 
a new philosophy of retailing. Prior to that time, chain operations were per- 
haps not greatly different from those of independents. Convenience goods 
stores in general were not operated with great efficiency. Costs were high, all 
the standard services were offered to consumers, and the prices charged re- 
flected both the inefficiency of operation and the cost of services. 

Then certain chain operators began to experiment with cash-and-carry 
methods and the appeal of low prices.'® They were so successful that these 

® Since the figures for grocery stores are not easily interpreted in the table, it may 
be mentioned that grocery chains with 11 or more establishments increased their share 
of total grocery store sales from 35 per cent in 1948 to 43 per cent in 1958. Economic 
Inquiry into Food Marketing, Part I, Concentration and Integration in Retailing (Wash- 
ington, D.C.: Staff Report to the Federal Trade Commission, January 1960), p. 2. 

7 Specifically in 1948, the Census enumerated 6,159 firms operating four or more units. 

® In 1959 total retail sales amounted to $215 billion, according to the Annual Retail 
Trade Report: 1959 (Washington, D.C.: Bureau of the Census, June 1960). If chain store 
sales are estimated at 24 per cent of total (the 1954 census figure was 23.7), chain sales 
would have amounted to $51.6 billion. The twenty largest chains in 1959 had total esti- 
mated sales of $25.2 billion or 49 per cent of tot.d chain store sales. See Business Week, 
April 23, 1960, p. 43. 

» FTC Food Marketing Inquiry, opdt in note 6, p. 76. 

Henry Kohls of Jersey City in 1908 was the first, or one of the first, to operate 
successfully on a cash-and-carry basis. See Paul D. Converse, ‘Twenty-Five Years of 
Wholesaling: A Revolution in Food Wholesaling,” Journal of Marketing, July 1957, 
p. 45. Self-service operation also was inaugurated prior to 1920 by some chains, but it 
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policies soon became the distinguishing characteristics of the chain store. In 
addition, the chains were able to buy directly from manufacturers and to 
perform the wholesaling functions more economically than did the inde- 
pendent wholesalers. Finally, they improved efficiency and reduced operating 
costs. 

The independent merchant did not adjust immediately to the new com- 
petition of the chain. He believed that services must be maintained, and he 
could not buy as advantageously as could the chain. Neither did he know 
just how to go about improving the efficiency of his operation. A number of 
efforts were made, especially in smaller communities, to create a popular 
prejudice against the chains. ‘‘Keep your money at home'* and “patronize 
local merchants** were popular slogans of the independents, but they were 
largely ineffective in impeding the development of the chains. The result 
was that the chains were able to grow rapidly during the twenties and attain 
an important place in the retailing system. 


Advantages of the Chain 

The success of most chain store systems is based largely upon the appeal 
of low prices. The extent to which chain store prices are actually lower than 
those of the more efficient independents is not known, but most studies that 
have been made— and they have been mainly concerned with the food field— 
indicate that chain prices are below those of independents generally. "Hiis 
is probably more true for the large national chains, however, than it is for 
sectional or local chains.'^ In any event, the price advantage of the chain, 
to the extent that it exists, is likely to be based largely upon its buying power 
and low operating cost ratios. One important reason for low operating costs 
is certainly the lack of emphasis on service. Cash-and-carry operation, how- 
ever, is a policy that happened to be adopted by the chains and may be used 
by any retail enterprise. And many of the other advantages of the chain are 
equally available, or almost so, to other large-scale firms. ITius the major 
advantages of the chain are the advantages generally of large-scale retailing- 
superior management, effective buying and sales promotion, and economics 
achieved through integration. The chain store system, however, has one par- 
ticular advantage of its own. This is its ability to use standardited methods 
of operation. 

was not used on a large scale until the advent of the supermarket in the thirties. See 
Chap. 11. 

See, for example, Werner Z. Hirsch, “Grocery Chain Store Prices — A Case Study,” 
Journal of Marketing, July 1956, pp. 9-23. 
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Standardized Methods of Operation. Because of its multiiinit character, 
the chain can make particularly effective use of specialists and experts. The 
best way of doing things can be determined by these experts and utilized by 
each store. Specialized management services are made available by the central 
office, and store managers arc relieved of many administrative activities which 
the independent merchant must perform. Thus in most chains there is uni- 
formity in store building and design, in layout and display, in advertising, in 
selecting and training personnel, and in store service and selling policies. The 
result is that a highly efficient operation is obtained at a lower cost than would 
be possible otherwise. 

Because these various activities are carried out by specialists they can 
be well planned, and because control is centralized they can be uniformly 
executed. In fact, many of the advances in modern retailing, such as the 
improved selection and display of goods and the improved appearance of 
the ordinary retail store, trace their origin to the pioneering work of the 
chains. High administrative expense and the high salaries that must be paid 
to the specialists tend to offset in part these advantages, but when the expense 
is spread ov o a large volume of business, the more effective and more eco- 
nomical operations that result are likely to be obtained at a relatively low 
cost. Tliis is the particular advantage that a chain store unit has in relation 
to an independent merchant. 


Factors Limiting Chain Store Expansion 

During the twenties, as previously mentioned, chain store expansion was 
so rapid that it overshadowed all other developments in the field of retailing. 
Since that time, however, there has been little, if any, over-all increase in 
the proportion of retail sales volume obtained by the chains. Some of the 
influences which operated to check this rapid expansion were inherent in 
the chain methods of operation; others w^ere the result of the vigorous efforts 
made by independent merchants to combat the chain. Regardless of the 
source, there are important limitations to the further expansion of the chain. 

Personnel Limitations. As with other large-scale organizations, one of the 
chief problems of the chain is that of personnel. Neither the store employees 
nor the store managers ha\'e that direct personal interest in the store and 
its customers that is found in the successful independent. In the case of 
chains operating throughout large sections of the country', this problem is 
even more important than it is to the department store or mail order house, 
in which personnel can be more closely supervised. To train and to furnish 
adequate incentives to hired managers to operate stores effectively is a prob- 
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lem which is far from solved. Much has been done through executive training 
programs, profit-sharing plans, decentralized supervision, and other methods. 
But the fact remains that the hired manager often is not so efficient as the 
same man would be in his own store, and the supervisory problem is made 
more difficult in the chain because of the necessary separation of the store 
manager and other personnel from top management in the central office. 
Furthermore, when a good manager is developed, he often quits the chain 
to enter business for himself. 

Standardized Methods. Store buildings, equipment, services, and merchan- 
dise all tend to be standardized throughout the units of a chain. Such stand- 
ardization permits the effective use of specialists and central management and 
results in definite economies. But it also makes for a degree of inflexibility 
which in turn makes adaptation to local conditions difficult and sometimes 
impossible. The greatest handicaps probably arise out of the standardization 
of merchandise and of price. Local managers of chain units may be unable 
to stock some items which are definitely in demand in a local area. Even if 
they are allowed some discretion in choosing from approved lists, the items 
available may be too limited to meet their needs. And in areas in which price 
competition is intense, it may be very difficult for the local manager to 
obtain authority promptly with respect to a price reduction. 

The result has been an increasing tendency to delegate more authority to 
the local manager, especially with respect to buying. This is particularly true 
of chains that handle shopping goods. Although the standard items and 
sources of supply are to be used in the majority of cases, the manager is per- 
mitted to stock other items when necessary and to obtain emergency supplies 
from other sources. In some chains, such as the department store ownership 
groups, the central buying office serves mainly as a source of information as 
to what is available in the market, and the local buyers have virtually complete 
autonomy with respect to purchases. In such cases, of course, much of the 
buying advantage of the chain type of operation is lost. 

Rising Costs. As the size of an organization increases, it tends to reach, 
and then to pass, the point of optimum efficiency. From that point on, further 
expansion is likely to result in a disproportionate rise in operating costs. As 
chain organizations spread into small towns and outlying disti^icts of the 
larger cities, the cost of supervision may increase, the cost of delivering 
merchandise from the central warehouse to the retail store may rise, and the 
volume of business per store is not likely to be so large as in the cpse of units 
located in more densely populated areas. Furthermore, there is a potential 
danger of too rapid expansion and a consequent lack of adequate control. 

Of perhaps even greater importance, there has definitely been a tendency 
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on the part of the chains to trade up their operations. As competition has 
become greater, they have sought better and more costly locations, have built 
new and attractive but more expensive buildings, have added new types of 
equipment and furnishings, and in other ways have sought to make their 
stores more attractive shopping places for consumers. As a result expense 
ratios have risen and the price advantage of the chains, while still a definite 
factor in their favor, has undoubtedly been reduced. Thus the chain store, 
as a retail institution, is in that stage of the evolutionary process described 
in the previous chapter in which competition has resulted in higher costs and 
somewhat higher prices, although neither is as yet excessive. 

Governmental Restrictions. The impact of the chain during the twenties 
upon independent retailers and wholesalers was so great that efforts were made 
almost immediately to obtain legislation that would hamper the operation of 
chain systems. Accordingly, during the late twenties and the thirties, a num- 
ber of state legislatures were induced to pass antichain store tax bills. A total 
of 28 states have passed such laws at some time, and as of 1958 a total of 14 
states still had discriminatory tax legislation in effect.^ Most such laws impose 
graduated annual license fees based on the number of stores located in the 
state. Tlie Louisiana and Mississippi acts, however, base the tax rate on the 
number of stores operated by the chain throughout the United States. The 
highest tax rates at present are those of West Virginia, $1,000 per store for 
each store in excess of 75, and Texas, $825 per store for each one in excess of 
50.^^ But the total tax bill for a large national chain would be greater in 
Louisiana and Mississippi which tax each store in the state at the same rate, 
one that is dependent upon the number of stores operated nationally. 

Although these laws arc burdensome to the chains and they undoubtedly 
have been a factor in the reduction of the number of chain store units noted 
previously, they do not appear at present to be an important restraint upon 
chain store development. An exception may exist in the gasoline service sta- 
tion field in which a tax of several hundred dollars per station might be a 
definite deterrent. But in food, department, and variety stores, which have 
a large sales volume per store, the level of present taxes would not normally be 
a significant handicap. Nevertheless, such legislation is discriminatory and it 
is encouraging to know that several states have repealed their laws in recent 
years. Moreover, although many laws ha’/e been introduced into state legis- 

Sec Minnie B. Tracey, The Present Status of the Chain Store Tax, With Special 
Reference to the Louisiana Law (Ruston: School of Business Administration, Louisiana 
Polytechnic Institute, April 1958). 

18 Lesser amounts arc charged, as low as $5 or $10 per store, for the first few stores, 
and the rates are then graduated upward for additional stores to the maximi^ifi designated. 
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latures during the fifties, very few have passed and these have been amend- 
ments to previously existing acts. 

No chain store tax bill has ever been passed by the federal government, 
although one introduced in the Congress in 1938 would have imposed a virtual 
“death sentence'* upon the operations of national chains. The federal gov- 
ernment, however, has passed laws to curtail the low-price advantages of the 
chains. Of particular importance is the Robinson-Patman Act of 1936, which 
limits the special price and service concessions that large purchasers sometimes 
obtain from sellers. In addition, the Miller-1 ydings Act of 1938 made it legal 
for manufacturers engaged in interstate commerce to operate under state 
resale price maintenance laws (“fair trade acts"). These laws will be discussed 
in detail in later chapters, but without doubt they have had a restrictive in- 
fluence upon chain store development— although obviously not a substantive 
one. 

Competition of Independents. Much more effective than these legal re- 
strictions, and from the social point of view much more desirable, have been 
the efforts of independent retailers and wholesalers to improve their own 
business methods and to compete with the chain on its own gronncl of more 
efficient operation and more effective buying. Retail and wholesale associa- 
tions, trade journals, universities, governmental agencies, and many manu- 
facturers have made a great deal of information available to assist the inde- 
pendent retailer in the more effective operation of his business. Many in- 
dividual merchants, likewise, have studied chain store competitors with a view 
to adopting their methods or devising other suitable plans for meeting their 
competition. Probably the most effective movement in this direction has been 
the formation of contract chains for the purpose of securing the advantages 
of large-scale operation while retaining the advantages of independent owner- 
ship and operation. 


THE CONTRACT CHAIN 

A contract chain is an organization composed of a group of retailers who 
own and operate their own stores but carry on certain activities in common. 
Ihe object of. the association is to obtain the advantages of the chain in the 
performance of certain marketing operations. These operations :almost uni- 
versally include buying and frequently include advertising, the promotion and 
sale of group brands, and other merchandising activities. A degree of uni- 
formity in store operation is frequently realized, and store fronts and layouts, 
as well as other aspects of physical appearance, may be somewhat similar 
from one store to another. 
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There are two distinct types of contract chains that are of importance. 
The first is the retailer-cooperative chain in which a number of independent 
retailers organize into a group for the primary purpose of buying coopera- 
tively. They customarily establish, own, and operate their own wholesale 
warehouse. Patronage dividends are paid to members and merchandise is thus 
made available to the retailer members at cost or virtually so. Considerable 
emphasis is placed on economical operation of the wholesale warehouse so 
that the net cost of merchandise to the retailers will be as low as possible. 
Thus the wholesale portion of the business is operated in much the same 
way as is that of the corporate chain. Retailer-cooperative groups operate 
essentially on a local basis under various names, but many of them in the 
food field are affiliated with Shurfine, Inc., a successor to the National 
Retailer-Owned Grocers, which supplies local groups with certain private 
brands of merchandise. 

riic second type of contract chain is the wholesaler-sponsored voluntary 
group. Here the initiative is taken by a local wholesaler who forms an associa- 
tion of independent retailers. The wholesaler in turn is often affiliated with 
wholesalers hi other cities in a national organization which provides buying 
and merchandising assistance, contracts for the manufacture of private brand 
merchandise, and even in some instances provides its own manufacturing 
facilities. The voluntary chain places less emphasis on economy in wholesale 
operation than does the retailer-cooperative, although in recent years there 
has been some change in this philosophy, but does more to assist the retailer 
members with their merchandising and operating problems. 

Examples of well-established voluntar}' chains are the Independent 
Grocers' Alliance (IGA), Red & White, Spartan, Super Valu, and Clover 
Farm in the food field, and the Ben Franklin stores sponsored by Butler 
Brothers in the variety merchandise area. The Rcxall Drug Company consti- 
tutes an interesting variation. It owns 160 chain units itself, supplies merchan- 
dise to 330 independent ''agency" stores, and has 11,000 franchised dealers 
who handle Rcxall products along with other brands. Other corporate chains 
which have independent affiliates include the Western Auto Supply Com- 
pany and the Walgreen Drug Company, as well as Butler Brothers which 
owns and operates several department stores and a variety store chain. 

Growth and Present Importance 

Tlie earliest known contract chains in the United States— of the retailer- 
cooperative type— were the New York Consolidated Drug Company and the 
Baltimore Wholesale Grocery Company, which were organized in J887. One 
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year later the Frankford Grocery Company, Inc., was formed in Philadelphia. 
But despite this comparatively early beginning, the movement developed 
very slowly until 1925. Since that time its growth has been remarkable, par- 
ticularly among grocery retailers. 

Contract Food Chains. In the food field, contract chains grew rapidly 
between 1925 and 1939. As of 1930, there were some 550 groups with ap- 
proximately 60,000 retail members of which almost 60 per cent belonged to 
voluntary groups and the remainder to cooperative associations. During the 
thirties, the number of groups increased by about one third, but the number 
of retail members grew to more than 108,000, or by about 80 per cent.^* 
The 1939 Census enumerated 638 voluntary group wholesalers doing 30 
per cent of the total wholesale sales volume in general-line groceries and 136 
retailer-cooperative warehouses with 7 per cent of the total volume. It should 
be understood, however, that voluntary group wholesalers do not confine 
their sales to affiliated independent retailers. In all probability, therefore, 
voluntary group retailers in 1939 were not obtaining more than 15 per cent of 
the sales of retail grocery stores.^® 

Another period of growth for contract chains, especially for the retailer- 
cooperatives, has taken place since World War II. According to a special study 
of the Federal Trade Commission, voluntary group retailers in 1958 obtained 
20 per cent of total grocery store sales, and retailer-cooperatives obtained 
17 per cent.^® Both figures represent significant increases in relation to prior 
years, but the gain of the retailerrcooperatives is much the grcatcr.^^ I’hcre 
has been, however, a decrease in the number of firms participating in con- 
tract chain organizations, a decrease which reflects primarily the substantial 

These figures Were collected by the American Institute of Food Distribution, Inc., 
and published annually by the Progressive Grocer in “Facts in Food and Grocery Dis- 
tribution." 

Retailer-cooperative warehouses also sometimes sell to nonaffiliated retailers, but the 
volume involved is nominal — about 2 per cent in 1958. Moreover, there has been a trend 
since World War II for voluntary group wholesalers to do a greater proportion of their 
total business with member retailers. In 1958 about 60 per cent of the volume of voluntary 
group wholesalers was sold to member stores and 40 per cent to nonmembcis. KFC Food 
Marketing Inquiry, op.cit., pp, 171, 210-11. 

i®The study states that these estimates are subject to some margin of error and that 
there are duplications because some of the smaller corporate chains also belong to contract 
chains. See FTC Food Marketing Inquiry, op.cit., esp. pp. 19-26. 

It should be understood that these increases have come at the expense of unafRliated 
independents and not at the expense of the corijorate chains. Based on the hTC study, it 
may be estimated that the 1948 shares of the grocery store market were appeoximately as 
follows: coriDorate chains (11 or more stores) 35 per cent, voluntary groups 16 per cent, 
retailer-cooperatives 10 per cent, and unafliliated independents 39 per cent. The corre- 
sponding figures for 1958 are 43, 20, 17, and 20. Estimates of the Progr^sive Grocer 
for 1958, which are widely accepted by the trade, are 39 per cent for corporate chains, 
45 per cent for all contract chains, and 16 per cent for unaffiliated independents. See 
Facts in Grocery Distribution, April 1960, p. F20. 
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decline in the total number of food outlets, both wholesale and retail, that 
has taken place since 1939. Approximately 70,000 retail establishments be- 
longed to contract chains in 1958, almost 36,000 in voluntary groups and more 
than 34,000 as members of retailer-cooperatives. 

Other Contract Chains. Outside the food field contract chains are less 
important, but they have attained some significance in both drugs and hard- 
ware. The Federal Trade Commission estimated that there were 30 contract 
drug chains in 1929 with 7,550 retail members, comprising 13 per cent of the 
retail drug stores of the United States and doing a business of $30 million 
at retail. In the same year, the Commission found 6 groups in the hardware 
field with 990 stores and sales of some $6 million.^® In 1939 the Census re- 
ported 13 voluntary group wliolesalers and 23 retailer-cooperative warehouses 
in the drug field. Sales of these wholesalers amounted to more than $35 mil- 
lion, of which almost $30 million were obtained by the retailer-cooperatives. 
In the hardware field, there were 6 voluntary groups reported and 10 retailer- 
cooperatives. Sales volume amounted to $21.7 million of which $12.7 million 
was obtained by the voluntary chains.^® There were also some 40 contract 
chains in other fields, excluding food lines as well as drugs and hardware, with 
sales of almost $87 million, the bulk of the volume being obtained by the 
voluntary chains. 

There is no current infomiation indicating the importance of contract 
chains in the nonfood lines. Considering the number of independents who 
arc presently affiliated with Rexall, Walgreen, Western Auto Supply, Butler 
Brothers, and other similar firms, as well as those who belong to the more 
conventional types of contract chains, it may well be that contract chains 
have attained greater importance in nonfood lines than is generally assumed. 
However, they certainly have not had the impact on those lines that they 
have had in the food field. Consequently, the further discussion of contract 
chains will be concerned primarily with operations in the food field. 


Organization and Operation 

The two common characteristics of contract chains, as mentioned previ- 
ously, are the independent ownership of the retail stores belonging to the 
chain, and the fact that retailers are associated together in an effort to im- 
prove their position as retailers. It is usually stated that these organizations 
have the advantages that result from the incentive of the independent husi- 

18 Federal Trade Commission, Cooperative Drug and Hardware Chains, 72nd Cong., 
1st Sess., Senate Doc. No. 82, 1932, pp. 3-4, 23-4. 

U.S. Census of Business: 1939, Vol. II, Wholesale Trade, pp. 59-60^'*' 
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nessman to operate his own business in his own way for his own profit plus 
the advantages of the corporate chain in large buying power, centralized pro- 
motion of sales, and the use of skilled specialists to determine the best methods 
of operation for the individual stores. This is an ideal which is realized in 
varying degree. There is a strong tendency for the very independence of the 
retail store owner to be manifested in his desire to run his business as he sees 
fit, regardless of the suggestions of the central organization which may have 
little power to force him to conform to its policies. This is in contrast to the 
regular corporate chain in which the central organization can compel the 
degree of uniformity desired of the unit stores. As a consequence, the central 
organization of a contract chain must devote much effort to “selling*' the 
independent store owners on the importance of cooperating with it. 

In recent years, there has been a strong trend toward a high degree of 
cooperation with the central organization. Independent retailers have eome 
to realize that such cooperation is necessary if they desire to strengthen their 
competitive position and that they must be willing to adopt the plans and 
suggestions of the central organization. In retailer-cooperatives, this central 
organization is controlled by the retail members and each has an opportunity 
to influence its plans and policies. In the voluntary chain, the individual re- 
tailer exercises less influence— although most voluntary group wholesalers 
have retailer advisory boards— but he realizes the mutuality of interest that 
exists between himself and the wholesaler. ITiere are still, however, varying 
degrees of centralized control in effect in contract chains, and there are basic 
differences in the philosophy of control between retailer-cooperatives and 
voluntary chains. 

The Retailer-Cooperative. Since retailer-cooperatives are fonned in the be- 
ginning by an association of retail members, there has been a tendency to 
emphasize the central buying function and economy in the operation of the 
wholesale warehouse. Members have been reluctant to spend money for 
merchandising and supervisory services, since this would increase the cost 
of the wholesale operation and thus the cost of merchandise to the retail 
members. Wholesale warehouses have been operated in mueh the same 
manner as those of the corporate chain in the sense that there is little sales 
contact between the wholesale operation and the retailer members. Orders 
are sent in by the latter and filled by the former. In recent yeais, many re- 
tailer-cooperatives have required that these orders be sent in on a certain day 
of the week and on no other. Thus, by controlling the flow of orders, regular 
operations are permitted without peaks and troughs and wholesaling costs 
have been held to a minimum. 

The success of retailer-cooperatives in reducing costs is evidenced by the 
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expense ratios of the wholesale operation, which in 1939 averaged 5.2 per cent 
of sales compared with 10.6 per cent for voluntary group wholesalers, in 1948 
amounted to 4.6 compared with 8.3, and in 1954 was 4.4 compared with 7.4.*® 
Thus, although retailer-cooperatives from the very beginning were obtaining 
merchandise at a relatively low cost, they were not necessarily making efficient 
operators of their retail members. Accordingly, especially after World War II, 
they began to provide the group services for which the voluntary chains are 
noted. Most of them, as will be seen in the following section, now furnish 
advertising service and many employ specialists and servicemen to assist re- 
tailers with their operating problems. Provision of these services has pre- 
sumably resulted in wholesaling costs somewhat higher than they otherwise 
would be, but the net result appears to have been beneficial judging by the 
large sales increases of food cooperatives that have taken place. 

The Voluntary Chain. The situation of the voluntary chain has been the 
reverse of that of the retailer-cooperative. Since most voluntary groups were 
started originally by old-line grocery wholesalers, who continued to sell to all 
retailers who would buy from them regardless of group affiliation, there was 
little cniph'aclb at first on cost reduction and a great deal of emphasis on 
service. Salesmen continued for a number of years to call on retailer members 
as well as other accounts. Many specialized managerial services were rendered 
to members. Beginning in the early forties, voluntary group wholesalers began 
to eliminate salesmen and replace them with a smaller number of serviee- 
men. llius, while there was still an emphasis upon making retailers more 
effective merchants, more attention began to be paid to the problem of 
wholesaling costs. 

Voluntary group wholesalers still render merchandising and supervisory 
services to a greater degree than do retailer-cooperatives, as shown in Table 
12-3, but the data indicate that the latter have made considerable progress. 
At the same time, retailer-cooperative warehouses— emphasizing their buying 
function and low operating costs— have been somewhat more willing to 
diversify lines and to provide their retail members with nonfood items and 
perishable foods, as well as the dry grocery lines that virtually all contract 
chain wholesalers handle. The data in the table indicate the differences in 
purchasing activities of the two types of organizations. 

2® These figures are for grocery firms and a^f from the Census of Business for the 
respective years. It was estimated that the retailti members of Certified Grocers, a very 
successful retailer-cooperative in Los Angeles, during the late forties were obtaining mer- 
chandise on the average at a delivered cost of approximately 2.5 per cent above absolute 
net cost to the wholesale warehouse in carload lots. See Ralph Cassady, Jr., and Wylie 
L. Jones, The Changing Competitive Structure in the Wholesale Grocery Trade (Berkeley 
and Los Angeles: University of California Press, 1949). 
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Table 12-3 

Comparison of the Relative Importance of Selected Services 
Provided to Retail Members by Contract Food Chains, 1958 


Per Cent Providing Service 


Voluntary Croup Retailer- 

Type of Service Wholesalers Cooperatives 


Merchandising and Superv‘isory Services 

Advertising 

90.6 

85.7 

Managerial Advice 

57.6 

43.7 

Store Engineering 

56.7 

38.2 

Floor Display 

41.2 

22.2 

Accounting System 

26.7 

10.4 

Record Keeping Aids 

26.4 

9.7 

Purchasing Services 

Purchasing Nonfood Items 

60.6 

71.5 

Purchasing Frozen Foods 

40.3 

58.3 

Purchasing Meat 

23.9 

19.4 

Purchasing Dairy Items 

23.3 

44.4 

Purchasing Produce 

22.1 

29.2 


Source: Economic Inquiry into Food Marketing, Part I, Concentration and Integration 
in Retailing (Washington, D.C.: Staff Report to the Federal I’radc Commission, January 
1960), pp. 167 and 220. 


Voluntary group wholesalers have also made, since the early forties, a 
determined effort to reduce wholesaling costs. Salesmen have been replaced 
in many instances by printed order forms which the retailers fill out and send 
to the wholesaler. Simplified order handling procedures have been adopted, 
and more efficient assembly-line operations have been instituted in the ware- 
house. Retailers have been limited to weekly orders, as in the case of the 
cooperatives, and cash payment on delivery is often reqiiircd.“‘ I'lie success 
of the voluntary groups in reducing costs has been indicated in the previous 
section. Although average expense ratios in 1954 were still above those of 
retailer-cooperatives, they were substantially below the voluntary group aver- 
ages for 1939—7.4 per cent compared with 10.6. Moreover, those voluntary 
group wholesalers who do the bulk of their business with member retailers 
have considerably lower ratios than those who do not.^* Thus a considerable 

P'or a description of the operations of one voluntary group wholesaler, see R. D. 
lousley, ''Reducing Distribution Costs in the Grocery Field: A Case Studyi" Journal of 
Marketing, April 1948, pp. 455-61. i 

** In 1948, the only year for which data were collected by the Census, voluntary group 
wholesalers doing 90 per cent or more of their volume with members had average expense 
ratios of 5.8 per cent compared with 8.3 for all voluntaries. The corresponding figures 
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improvement in cost ratios has been shown, especially by those wholesalers 
who arc most dependent upon their affiliated stores. 


Conclusions 

The gains that have been made by the contract chains in the food field 
have come at the expense of iinaffiliated independents rather than at the ex- 
pense of the corporate chains. As of 1958 unaffiliated independents obtained 
only 20 per cent of total grocery store sales, llierefore, it seems unlikely that 
contract chains can expand their share of the market significantly in the 
future. To do so, they must cither make inroads upon the corporate chain or 
take over most of the remaining nonmember independents. It would appear 
that the corporate chains are too well established and too competitive for the 
former to occur. There is little doubt that they still have a price advantage 
over most of the contract chain retailers, and they are overcoming their 
principal disadvantages of lack of flexibility and managerial incentive by 
giving the store managers more authority and responsibility along with a 
share of. the profits. Neither arc the unaffiliated independents likely to be 
taken over because most of the latter represent small operations. And contract 
chains arc not greatly interested at present in adding small operators to their 
groups. To do so would increase costs since small orders arc expensive to fill. 
As a matter of fact, some contract chains are dropping small independents 
from their membership lists and encouraging them to buy from cash-and-carry 
wholesale outlets. 

'riiis means that, if contract chains are to increase their market share, 
existing member retailers must become even more competitive with the 
corporate chain units. Greater efficiency and lower costs must be achieved. 
But this will not be easy to accomplish. The contract chain still has a major 
problem in obtaining membership loyalty and conformity. Much has been 
accomplished in this respect, especially by the larger and better organized 
groups, but the member retailer is still an independent businessman with 
his own ideas on store operation. He may refuse to go along with group 
promotions, competitive pricing policies which result in low gross margins, 
the installation of a good accounting system, or suggested improvements in 
store building and equipment. Lack of cooperation in these matters in a 
sense is detrimental to the entire group, but attempts to force compliance 
must be carefully handled. Not many contract chains are so strong that they 
can drop non-cooperating members without endangering the entire program, 

for retailer-cooperatives were 4.2 and 4.6. 17.5. Census of Business: 1948, Vol. IV, op.cit., 
p. 8.45 and 8.46. 
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although some do exactly this. Tlie greater the degree of centralized control, 
of course, the greater is the similarity to the operation of the corporate chain, 
and the greater are the possibilities of losing the advantages of independent 
ownership and operation. 

As a matter of fact, in the food field at least, the outstanding development 
at the retail level is the converging movement with respect to operation and 
control. The contract chain is attempting to centralize operations much in 
the manner of the corporate chain, whereas the latter is moving toward the 
more decentralized system of the former. Voluntary chains are emphasizing 
cost reduction while retailer-cooperatives are increasing merchandising and 
supervisory services. Regardless of whether the form of organization is that 
of the corporate chain, the voluntary group, or the retailer-cooperative, opera- 
tions are becoming more and more alike. It would probably be inaccurate to 
say that eventually they will all meet on a common ground, but it is certainly 
true that their present similarities arc more significant than their original 
differences. 


THE CONSUMER COOPERATIVE 

Consumer cooperatives are organizations owned and operated by the 
consumers who patronize them. There are many types of such organizations: 
cooperative housing associations, credit unions, cooperatives organized to 
furnish electricity and telephone service, medical care associations, retail 
stores, and others. We shall be concerned here only with retail stores, al- 
though the general principles of consumer cooperation arc the same for all 
types of cooperativ'C organizations. 


Characteristics of Cooperatives 

Although cooperatives are typically organized as corporations, often under 
special state laws, their methods of control differ considerably from those of 
the regular corporation. The chief organizational features that differentiate 
the typical cooperative association from other business enterprises are as 
follows: 

1. Democratic control, which is effected by limiting each member to 
one vote regardless of the amount of stock he may own. 

2. A limited rate of return on capital stock. 

3. The payment of patronage dividends on the basis of business done 
with the association. 
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These three features clearly differentiate the cooperative enterprise from 
the regular corporation. In the usual corporate organization, control is vested 
in the common stockholders, each of whom has one vote per share of stock 
held. In the cooperative association, each member has one vote regardless of 
the number of shares owned unless state law prohibits this type of arrange- 
ment. In the latter case, there may be a limitation placed on the number of 
shares one member may own. In the corporation the owners supply the 
capital, and profits are divided in direct relation to the number of shares 
owned by each stockholder. In the cooperative the customers of the organiza- 
tion supply the capital but a limited rate of interest is paid, and the remaining 
profits over and above expenses and reserves are divided according to the 
amount of business each owner-customer has done with the association. 

These policies insure that the organization will not be operated for the 
benefit of a few large stockholders, who may be more interested in a return 
on their investment than in obtaining low prices or the most desirable 
merchandise for the membership as a whole. ITiey arc the fundamental prin- 
ciples of cooperation, since they are the means by which control of the 
organization kept in the hands of its members. The patronage dividend, 
moreover, is a device which serves to tie the members to the organization and 
encourages them to do business with it 

The above principles arc utilized by all cooperatives regardless of whether 
they are producer or consumer organizations, agricultural marketing coopera- 
tives, or retailer-cooperative wholesale warehouses. Consumer cooperatives, 
however, are supposed to observe certain additional principles and policies 
as established by the original Rochdale Society. These are (1) open member- 
ship, (2) the sale of merchandise at prevailing prices, (3) the sale of merchan- 
dise for cash, and (4) the setting aside of tunds to educate members and non- 
members in the meaning of cooperation. Open membership means that any 
person can join a cooperative by buying a share of :;tock. According to the 
original Rochdale principle, no one is to be denied the privilege of member- 
ship because of religious or political beliefs. Membership is sometimes re- 
stricted, however, to a particular group, such as farmers or members of a 
labor union. 'Fhe policy of selling at prevailing prices has been generally 
adopted, since it helps the cooperative to avoid the accusation of price cutting. 
In addition, use of such a policy strengthens the store’s financial structure 
and permits the payment of patronage dividends. The policy of selling for 
cash and offering minimum services is usually, but not always, observed. Some 
associations in the past have felt it necessary to maintain services for com- 
petitive reasons. Finally, educational efforts are essential to keep members 
loyal to the organization. Building and keeping membership loyalty is one of 
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the important problems of cooperatives in the highly competitive retailing 
system of the United States. 

History and Present Importance 

The modern consumer cooperative movement was begun in England in 
1844 when a few workmen formed the Rochdale Society of Equitable 
Pioneers. Starting with a single store and a capital of £28, this group sold 
flour, butter, oatmeal, and sugar. The store did a small business and led a 
precarious life for some years, but it gradually achieved sufficient success to 
prompt the growth of a number of imitators in communities nearby. By 1851 
there were 150 such stores in the north of England and Scotland. In 1852 the 
Rochdale pioneers entered the field of production and started to manufacture 
shoes and clothing. Gradually, either alone or in cooperation with other 
stores, other products were manufactured and the variety of goods handled 
in the stores increased. Finally in 1855, a wholesale department was started 
by the Rochdale store and some of its neighbors. In 1863 the English Co- 
operative Wholesale Society (C.W.S.) was established, its stock being held 
by 45 local societies. This organization grew rapidly, and it now has factories, 
farms, plantations, and buying agents all over the world. 

In Great Britain at the present time, there are approximately 1,000 
cooperative retail societies with more than 12 million members. These socie- 
ties operate more than 25,000 retail establishments and obtain between 12 
and 13 per cent of total retail sales, including more than 20 per cent of all 
food sales.*® Cooperatives are also of considerable importance in other 
European countries, especially in the Scandinavian nations. They obtain from 
10 to 12 per cent of total retail trade in these countries, except in Finland 
where they do approximately one third of total retail volume. 

Importance in the United States. Although consumer cooperatives were 
started in the United States at about the same time as the Rochdale Society 
began operations, the movement has been much less important in the United 
States than in Europe. Although it has had at various times the endorsement 
of some powerful organizations, including the American Federation of Labor, 
several church associations, important farm organizations, and the two great 
political parties, the movement has progressed slowly. There have been 
sporadic efforts to establish consumer cooperative stores ever sined the Order 
of the Patrons of Husbandry, established in 1867, undertook cooperative buy- 

The data are for 19^5 and 1956 and are taken from Consumer Cooperatives, Bull. 
No. 1211 (Washington, D.C.: U.S. Department of Labor, Bureau of Labor Statistics, 1957), 
p. 65. 
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ing. Various other movements which have fostered consumer cooperation 
and promoted the establishment of stores include The Sovereigns of In- 
dustry (1874), the Knights of Labor (1894), the Right Relationship League 
(1900), and the Consumers’ Alliance (1910); but most of these have been 
short lived. Many cooperative societies were formed during the latter part of 
the First World War period, but many of these failed to survive the era of 
declining prices in 1920-21. A few, however, made steady progress, particu- 
larly those selling a limited line of products. 

The data in Table 12-4 indicate that there has been a considerable in- 
crease in the importance of consumer cooperatives since 1929 but that 
they still do a negligible proportion of total retail sales volume. As a 
matter of fact, of the $1,700 million of sales by cooperatives in 1954, over 

Table 12-4 

Consumer Cooperatives: Number of Estabh’shments and 
Sales Volume, United States, Selected Years 


Sales Volume 


Year 

Nu77iher of 
Establis/uTients 

AmouTit 
(in thoMsands 
of doHars) 

Per Cent 
of Total 
Retail 

Sales Volume 

1929 

1,709 

116,995 

0.2 

1939 

3,698 

224,375 

0.3 

1948 

4,398 

1,066,841 

0.8 

1954 

6,135 

1,704,449 

1.0 


Source: U.S. Census of Business: 1954, Vol. I, Retail Trade, p. 20; U.S. Census of 
Business: 1948, Vol. I, Retail Trade, p. 20; U.S. Census of Business; 1939, Vol. I, Retail 
Trade, Part 1, p. 10; U.S. Department of Commerce, Bureau of the Census. 

$1,300 million, or 77 per cent, were obtained by feed, farm, and garden 
supply stores— and these in reality are largely sales to farmers by producer 
purchasing cooperatives which might be regarded more logically as wholesale 
transactions. This is the only area, however, in which cooperatives do a sig- 
nificant proportion of total retail volume— about one third of all sales of 
this type of establishment— and indicates the predominantly rural character 
of the cooperative movement in the Un'^ed States. Tlie retailing of food, 
which constitutes a most important phase of consumer cooperation in Europe, 
is of little significance in this country. About one fourth of one per cent of 
grocery store sales are made by cooperatives in the United States, and the 
ratio has been declining rather than increasing. 



254 


Principles of Marketing 


Evaluation of Cooperatives 

The cooperative store is operated in the interest of the consumer and is 
controlled by him. Its main activity is the purchase of goods for the benefit 
of the consumer, whereas in the ordinary retail establishment goods are 
purchased when the proprietor feels that he can make a profit from their 
resale. The profit element is lacking in the cooperative store in the sense 
that most of the profits arc paid to members in patronage dividends. Assuming 
that the cooperative can buy as advantageously and operate as economically 
as can its competitors, which include the corporate and the contract chain, 
there would be a net monetary advantage to the consumeMiiember. The 
question is whether such an advantage does exist. 

The assumption underlying the operation of cooperatives is that they 
are composed of loyal members who desire to obtain all possible savings. Thus 
the cooperative store should be able to operate very economically, perhaps 
even more economically than its competitors, assuming the management of all 
is equally good. 'Fhe cooperative presumably need not seek out the most con- 
venient and most expensive locations because members arc willing to go out 
of their way to patronize their store. Expensive and attractive fixtures and 
equipment are unnecessary for the same reason. Although provision is made 
for educational expenditures, advertising and other methods of demand 
creation need not be used to obtain business, since the savings obtained 
through these economies revert to the members in the form of patronage 
dividends. 

In the United States, however, it has been difficult for consumer coopera- 
tives to follow these policies and still maintain membership loyalty. Con- 
venience of store location is important to the average consumer and he likes 
to shop in an attractive and well-appointed store. Furthermore, he is easily 
diverted to the chain store and the contract chain through their advertising 
of special prices and merchandise. Thus cooperatives have not been able to 
operate at more economical levels than their competitors, and still retain 
patronage, and in reality they have had little to offer the consumer that was 
not already available from the corporate chain. 

There are no doubt many factors contributing to the failure of the co- 
operative to achieve the significant role in the United States that it has 
achieved in Europe. But the most important factor would seem to be the 
development of a dynamic and competitive retailing system in America, and 
in particular the early development of the corporate chain. Multiple-unit 
retailing, except for cooperatives, has been of little importance in Europe, 
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although chain store systems are now beginning to make progress. But in the 
United States, the rise of the corporate chain made it difficult for cooperatives 
to obtain a firm foothold. The chains could certainly buy at least as eco- 
nomically as the cooperatives, and their low ratios of expenses and net profits 
left little advantage to the latter. Assuming that the cooperatives could have 
met the prices of the chains and still made an equivalent profit, the small sav- 
ing that would have been paid to the members, probably not more than 2 per 
cent of purchases, would have had little appeal to the average American con- 
sumer with his relatively high level of living. 

Consumer cooperatives have also suffered from inferior management and 
the problems involved in democratic control. The members of a cooperative 
are not likely to have a wide knowledge of business methods, and they are 
often reluctant to pay the salaries necessary to employ a high caliber of 
managerial personnel. Moreover, there exists in the cooperative the same 
problem of managerial incentive that has already been mentioned in connec- 
tion with the chain and other large-scale retail agencies. Finally, American 
consumers have not had the community of interest and the sense of social 
solidarity that have marked the European cooperative movement. Thus they 
have not developed that spirit of group loyalty which is essential to the 
success of any group enterprise. 

Essentially then, the cooperative has faced in the United States a different 
economic and social climate from that found in Europe, and it has been 
unable to make very much progress. Tlicre is little reason to believe that the 
consumer cooperative in the future will attain a really significant place in the 
American retailing system. Certainly if it does, great changes will have to be 
brought about in the basic economic and social structure of the nation, 
changes that are not evident at the present time. 


CASE PROBLEM-THE ACME FOOD MART 

The Acme Food Mart is the third largest food retailer in Centerville, a well- 
to-do community of about 1 5,000 population. It operates as an unaffiliated inde- 
pendent retailer in the downtown business district where parking space at times 
is somewhat difficult to obtain. As a result, it still provides, unlike most of its 
competitors, credit and delivery service. At the present time, the Acme Food Mart 
is considering whether to accept an invitation to join the United Merchants, a 
retailer-cooperative organization which operates throughout the area from whole- 
sale headquarters located in Centralia, a city of 300,000 population some 50 miles 
distant. 

The two largest food stores in Centerville arc located outside the downtown 
business district and have ample parking facilities for customers. One of these 
stores is a unit of one of the largest national chains, whereas the otheivis an IGA 
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affiliated independent. Both stores are believed to have an annual sales volume 
of from $750,000 to $1,000,000 each. Both operate on a regular supermarket 
basis, with self-service in all departments, a considerable volume in nonfood 
items, and no credit or delivery service. The Acme Food Mart in contrast does 
not handle nonfood items, and it has self-service only in the dry groceries de- 
partment. Its annual sales volume amounts to about $300,000. It does have one 
locational advantage perhaps in relation to the two regular supermarkets in that 
all of the drug, hardware, apparel, and general merchandise stores of the com- 
munity are also located in the downtown business district. This advantage is 
shared with two or three smaller food stores which operate in much the same 
way as does the Acme Food Mart except that the latter has placed greater stress on 
credit and delivery service. 

The United Merchants is a well-established retailer-cooperative, but for some 
reason has never had a retail outlet in Centerville. It handles dry groceries and 
frozen foods and has recently added a few nonfood items. Its expense ratio runs 
about 4 per cent of sales, and Acme Food Mart can thus expect to purchase 
at least the food lines at a markup of 4 per cent above carload wholesale cost 
in Centralia plus delivery charges to Centerville. If it decides to join United 
Merchants, Acme Food Mart will have to invest $500 in stock of the cooperative. 
It will be entitled to patronage dividends and can participate in a cooperative 
advertising program if it so desires. No particular requirement is made by United 
Merchants as to the amount of purchases that Acme must make through its fa- 
cilities, but it is understood that it should amount to a very substantial proportion 
of requirements. 

The Acme Food Mart for some time has purchased the bulk of its dry gro- 
ceries and frozen foods from the Blackwell Company of Centralia, which is the 
IGA wholesaler for the area. It obtains the same terms of sale as any IGA retail 
store but is not permitted to stock IGA private brands. Tlie Blackwell Company 
has an expense ratio, including ^)rofit, of about 6 per cent, but unlike United 
Merchants charges its customers a markup over cost according to the volume 
purchased each week. Tlie Acme Food Mart is not large enough to obtain the 
lowest price, and its average cost of purchases is about 7.5 per cent over Centralia 
wholesale cost plus delivery charges to Centerville. 

Should the Acme Food Mart join the United Merchants? If it docs, are there 
any changes in operations that can be made to take maximum advantage of its 
membership? Should these changes be made? 
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WHOLESALE DISTRIBUTION 





THE BASIC WHOLESALING 
STRUCTURE 


THE NATURE OF WHOLESALING 

The word “wholesaling” means literally to market goods in relatively large 
quantities. It is true that most wholesale transactions do involve larger units 
of sale than io most retail transactions, but there are many exceptions. 
Therefore, “wholesaling” is actually used to designate all sales to business 
buyers, including governmental and institutional buyers, whereas “retailing” 
includes those sales made to the ultimate consumer for the purpose of in- 
dividual consumption. 

Wholesaling is often thought of as the work of wholesale middlemen 
who sell manufactured products to retailers and other business buyers and who 
handle raw materials and agricultural products in the wholesale markets. But 
the work of wholesaling is not necessarily performed solely by such middle- 
men. Manufacturers often sell directly to retailers or to other manufacturers 
and perform the wholesaling functions, and large retailers who buy directly 
also arc usually involved in wholesaling. In addition, a large volume of whole- 
sale business is carried on by farmer-controlled cooperative marketing associa- 
tions and by large mining and forest products operators. 

Wholesaling is found in the marketing of virtually all classes of goods and 
is concerned with all three of the marketing processes: concentration, equaliza- 
tion, and dispersion. Although all wholesale operations have much in com- 
mon, the wholesaling of manufactured goods differs somewhat from the 
wholesaling of natural raw materials and particularly from the wholesaling 
of agricultural products. As has been previously indicated in the introductory 
chapters, there is nothing in the marketing of manufactured products to com- 
pare with the growers’ local market. This is because the large scale of manu- 
facturing operations has practically eliminated any need for the physical con- 
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centration of manufactured products at this level of operations. And for the 
same reason, it is not likely to be necessary to concentrate the products of 
small manufacturers at wholesale markets in order to obtain adequate quanti- 
ties of identical products. When sales are made, the required quantity tends 
to be shipped directly from a single factory. ITiere are exceptions, of course. 
When the buyer tends to be unusually large in relation to suppliers, as are 
automobile manufacturers relative to the suppliers of parts and accessories, 
or when manufacturers operate on a relatively small seale, as is the case in 
some textile and food lines, purchasers must sometimes buy from several 
sources in order to obtain enough products of a kind to supply their needs. 
In such cases, concentration is necessary. 

Although the concentrating efforts carried on in the central market for 
agricultural products arc not usually duplicated in the manufacturers’ market, 
the assembling and dispersing efforts of the jobbing market for farm products 
are closely paralleled. This is, of course, particularly true of products for 
personal consumption. But it is also true in a considerable degree of some 
industrial goods, such as machine parts, that are sold to other manufacturers 
as production materials, and of some equipment and supplies sold to manu- 
facturers, public utility companies, contractors, farmers, and other middle- 
men. The economy of shipping as near to the market as possible in carload 
lots tends naturally to develop dealers w'ho specialize in purchasing large 
lots to break into the smaller quantities demanded by the trade. Such dealers 
center in the larger cities because of the greater number of potential buyers 
located there and because of the greater facilities that exist for receiving and 
shipping. If manufacturers prefer to sell directly to retailers or other buyers, 
their sales branches or central offices will center at such points for these same 
reasons. And retailers who prefer to buy direetly, in addition to receiving 
representatives of manufacturers at their own places of business, often send 
their buyers to these markets, where large quantities and varieties of goods 
are available from numerous supply houses. 

WHOLESALE MARKE I S ^ 

The important wholesale markets tend to be located in the major popula- 
tion centers of the nation. In 1954 some 63 per cent of the sales of merchant 

^ For analyses of specific wholesale market areas, sec Edwin H. Lewis, Wholesaling 
in the Twin Cities, Studies in Economics and Business No. 15 (Minneaiiolis: University 
of Minnesota, 1952); R. D. Tousley and R. F. Lanzillotti, The Spokane Wholesale Market, 
Bull. No. 18 (Pullman: Bureau of Economic and Business Research, Washington State 
University, 1951); Edwin H. Lewis, “Wholesale Market Patterns,'" Joumd of Marketing, 
January 1948, pp. 317-26; and E. Guy Rasmussen, “Hardware Wholesale Trading Cen- 
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wholesalers and almost 69 per cent of the sales of other types of wholesalers 
were made in the 33 metropolitan areas with 500,000 or more inhabitants.* 
These same 33 metropolitan areas contained in 1950 almost 38 per cent of 
the total population. ITius it is evident that wholesale markets are located in 
the more heavily populated areas and, furthermore, that wholesale sales are 
much more heavily concentrated in these areas than is the population. 

These large cities are important centers for wholesale activities because 
they are situated at the centers of large buying areas and have superior trans- 
portation facilities. Moreover, most of these cities are also important centers 
of manufacturing. They serve, consequently, not only as assembling points 
for products from distant factories, but also as dispersing points for products 
manufactured in the metropolitan area. 

New York is thought of primarily as a commercial cit\^ Its harbor and 
its means of reaching an important hinterland by rail and water have been 
among the chief reasons for its development as an important import and 
export market for manufactures as well as for raw materials and foods. But 
New York is also the greatest manufacturing center in the country. I’his, 
together with the enormous population in the city and its environs, makes 
it the largest wholesale market in the country'. Chicago is also a great whole- 
sale market for finished products of all kinds, and a leading manufacturing 
center. St. Louis, with adequate transport facilities to the vast agricultural 
districts to the west and south, early became the greatest distributing point 
in the countr}' for hardware products. Kansas City in a similar location be- 
came the foremost distributing point for agricultural implements and ma- 
chinery. 


Location of Wholesale Districts 

Although wholesale operations tend to be concentrated within the larger 
cities, wholesale market districts within these cities arc not necessarily well 
defined. There has always been a tendency for the wholesale markets for 
agricultural products to be more unified and more highly centralized than 
those for manufactured goods. The existence of organized exchanges, auction 
markets, and terminal public markets has led to a concentration of the whole- 
sale facilities for agricultural products around these markets. To a certain 
extent this concentration still exists, but the trend toward direct marketing 
previously noted has led to decentralization of marketing and marketing fa- 

ters and Trading Territories in Nine Southeasteni States/’ Journal of Marketing, October 
1943, pp. 165-71. 

2 US. Census of Business: 1954, Vol. Ill, Wholesale Trade (Washington, D.C.: U.S. 
Department of Commerce, Bureau of the Census, 1957), p. 9. * 
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cilities and has impaired the degree of efficiency with which the equalization 
process is performed during the wholesale operation. And the large amount 
of direct marketing that has always existed in manufactured goods has in- 
hibited the development of centralized wholesale facilities for these products. 

When a high degree of centralization is found in the location of whole- 
sale establishments, it commonly results from the desire of businessmen to 
locate in those districts into which goods are easily shipped from outside 
sources and from which they can be easily delivered within the metropolitan 
area or shipped to buyers located outside the city. This often means a loca- 
tion near transportation terminals; but other factors, such as traffic conges- 
tion, high land values, or the importance of being near consumers, may cause 
the markets to locate elsewhere in the city or may result in scattering whole- 
sale operations throughout a wide area with little or no concentration at any 
one point. 

As cities increase in size, two fairly definite tendencies begin to appear 
in the location of wholesale markets. Wholesalers of some goods tend to 
congregate in a common center. Wholesalers of other goods tend to follow 
their customers. The first tendency is particularly likely to prevail when 
buyers wish to see the commodities they plan to purchase in order to com- 
pare style, quality, and price, as with furs, millinery, women's clothing, and 
textiles. The convenience of the buyer is an important influence which tends 
to keep the wholesale districts for such commodities concentrated within a 
small area. This same factor may cause the district in which style goods are 
sold to be located near the large retail stores. These large stores are important 
buyers, and buyers from out of town go to them as well as to manufacturing 
and wholesale hpuses to study fashions and values. Tliis type of market is, 
of course, most important in New York City, to which buyers of such goods 
come and in which the largest retail business in the country is carried on. In 
Chicago it is exemplified in the markets centering in the Furniture Mart and 
the Merchandise Mart. This feature of centralization is of less importance 
in other cities, although a number of regional markets arc developing in fur- 
niture, house furnishings, and apparel lines.® 

Tlie second tendency is more likely to appear among wholesalers of stand- 
ardized and nationally advertised convenience goods, such as hardware, drugs, 
and groceries, which are well known to the consumer and t\ip retail trade. 
Buyers of such products do not need to come to market to compare quality, 

*Sec Business Week, July 25, 1959, pp. 88 ff., for an account of die development 
of the Dallas Homefurnishings Mart and the Dallas Trade Mart. Dallal represents one 
of several expanding regional furniture markets. Others include Los Angeles, San Fran- 
cisco, Atlanta, and High Point (North Carolina). 



The Basic Wholesaling Structure 265 

style, and price. Hence the need for concentration in a small area to meet 
the convenience of buyers is not essential; Moreover, the retail stores that sell 
such goods reorder at frequent intervals and expect prompt delivery. This 
makes it necessary to have supplies near at hand in order to make deliveries 
promptly and economically. There is a tendency, consequently, for individual 
wholesalers to locate wherever retail trade in the type of goods carried is 
sufEciently concentrated to supply a volume of business which will make 
economical operation possible. As a result, there is less concentration of such 
wholesale houses in single areas. In the smaller city the tendency is less marked, 
however, because the whole city must be drawn on to secure an adequate 
volume of business. There is, consequently, a tendency for wholesale opera- 
tions in small cities to be located in central areas, near incoming transporta- 
tion facilities and at points from which a wide area can be readily supplied. 

Retailers who handle goods on an exclusive or limited basis, such as auto- 
mobiles, men’s clothing, and household refrigerators, are likely not to reorder 
so frequently as do convenience goods retailers. Neither do they need to 
compare styles and prices as closely as do those who retail shopping goods. 
Tliose who wholesale such products attempt to find economical points at 
which to carry stocks in locations near to incoming and outgoing transpor- 
tation facilities. These facilities are also important to other types of whole- 
salers who sell in large amounts to buyers outside the city in which they are 
located. 


IMPORTANCE OF WHOLESALE MIDDLEMEN 

As has been pointed out previously, not all wholesaling is done by whole- 
sale middlemen. Both manufacturers and retailers perform the work of whole- 
saling. Therefore, we have no measure of the total volume of wholesaling. 
Data are presented, however, in Tables 13-1, 13-2, and 13-3 which show the 
importance of wholesale middlemen in the United States as classified by the 
Bureau of the Census. Because of changes in classification from one census 
year to another, the data in these tables are not completely comparable. 'The 
number of establishments in 1929 and 1939 are somewhat overstated in re- 
lation to the later years. Sales volume figures for the same years are also over- 
stated but not to the same degree because the establishments involved are 
relatively small. In other respects, the data for the earlier years have been 
revised from the data originally reported and are reasonably comparable with 
the 1958 figures. 

In 1958 there, were in the United States, excluding Alaska and-Hawaii, 
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285,996 wholesale establishments with one or more paid employees.* These 
establishments had a total sales volume of almost $285 billion and employed 
almost 2,800,000 persons. The data for 1958 and preceding years are shown 
in Table 13-1. It will be noted that there has been a continuous increase in 


Table 13-1 

Wholesale Trade in the United States: 
Number of Establishments, Sales Volume, and 
Paid Employees, Selected Years 


Yeur ® 

Number of 
Establishments 

Sales Volume 
(in thousands 
of dollars) 

Paid 

Employees ^ 

1929 

162,936 

65,378,051 

1,549,910 

1939 

190,379 

53,766,426 

1,553.062 

1948 

216,099 

180,576,659 

2,305,403 

1954 

252,318 

234,974,422 

2,590,236 

1958 

285,996 

284,970,807 

2,797,341 


•Establishments and sales volume figures for 1929 and 1939 include establishments 
without paid employees which are omitted from later tabulations. 

As of the work week nearest November 15. F.xcludes employees of purely administra- 
tive units. 

Source: U.S. Census of Business: 1958, Wholesale Trade, BC58-WA1, United States 
Summary, 1961, p. 1-5; l/.S, Census of Business: J954, Vo). Ill, Wholesale Trade, 1957, 
p. 5; U.S. Department of Commerce, Bureau of the Census. 1'he establishments figure 
for 1929 has been corrected as authorized by the Bureau of the Census, an editorial error 
having been made in the original publication. 


both number of. establishments and number of employees from one census 
year to the next. The number of establishments actually increased by 16 
per cent between 1929 and 1939, by 22 per cent® between 1939 and 1948, 
and by 57 per cent between 1948 and 1958. These increases are undoubtedly 
due in part to better enumeration methods from one census to the next, but 
there is little doubt that wholesale establishments have tended to grow in 
number, in depression times as well as in more prosperous eras. 

The general growth of wholesaling is more accurately reflected, however, 
by the growth in the number of paid employees.® It will be noted that this 

* The Census does not include, in its tabulations of wholesale trade!, establishments 
without paid employees. Such establishments are numerous — there were about 80,000 in 
1954 — but their volume of business is not large. 

*This figure is based on the tabulation originally reported in the 1948 Census of 
Business of 243,366 establishments in 1948 and 199,726 in 1939. 'Fliese figures are more 
comparable than those in Table 13*1. 

•This is true for the obvious reason that the increase in number of establishments 
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figure for 1939 is only nominally higher than the comparable one for 1929. 
Between 1939 and 1948, however, the increase in number of employees was 
48 per cent, and between 1948 and 1958 it was 21 per cent. These rates of 
increase, if allowances are made for gains in productivity, correlate closely 
with the rates of growth experienced by the economy during these periods. 


Importance by Classes of Wholesalers 

Comparing total figures for all wholesale establishments does not give 
a complete picture, however, and it is desirable to look at the data for the 
various major classes of wholesalers.^ As will be noted in Tables 13-2 and 13-3, 
there arc five such major classes established by the Census. 

“Merchant wholesalers'’ are regular wholesale middlemen of various types, 
excluding petroleum bulk plants and assemblers of farm products, who take 
title to the merchandise they sell. “Manufacturers’ sales branches and sales 
offices” arc not really middlemen in the ordinary sense of the word but sales 
units of manufacturing firms. To the extent that they sell to industrial users 
and rctailcis lalhcr than to merchant wholesalers, they represent a form of 
direct marketing. “Petroleum bulk plants and terminals” are the wholesale 
outlets of the petroleum industry and may be operated either by independent 
merchant wholesalers or as sales branches of the refining companies. “Mer- 
chandise agents and brokers” are agent middlemen and include those who 
handle agricultural products as well as those who assist in the transfer of title 
to manufactured goods. The final category, “assemblers of farm products,” 
include the merchant middlemen and some of the agent middlemen engaged 
in the concentration of agricultural products in growers' local markets. 

Wholesale Establishments. It will be noted in Table 13-2 that in 1958 
almost two thirds of all wholesale establishments were merchant wholesalers. 
It will also be noted that a substantial increase took place in the number of 
merchant wholesalers, both absolutely and relative to other operating types, 
between 1929 and 1958. Although increases in number of establishments 
were reported for all operating types, except for asscmbleis of farm products, 

is not a measure of growth iincl also because of the fact that errors and inconsistencies 
in the counting of establishments do not influence the “employees’' figure to the extent 
that they do the “establishments” figure. Most establishments that arc “missed” are small 
and would have few paid employees. 

^ The Bureau of the Census appears to feel that the total figures may also be mis- 
leading. In 1954, for example, a total sales volume figure for all wholesale establishments 
was not published. The reason given was that such a figure is difficult to interpret because 
of the great differences in types of operation and the fact that wholesalers make some 
sales to other wholesalers. 



Table 13-2 
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' ^lndiide»€9taWishiiients without paid employees which are omitted from later tabulations. 

Source: U.S. Census of Business: 1958, Wholesale Trade, op.cit,, pp. 1-5; U.S. Census of Business: 1954, Vol. Ill, Wholesale Trade, 
op.cit., p. 6. Percentages computed by the writers. 
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the increase reported for merchant wholesalers— almost 150 per cent— was 
much greater than that which took place for the other operating types. This 
does not necessarily mean, however, that merchant wholesalers are the domi- 
nant type of operation in all respects. In order to get a complete picture, it 
is necessary to look at the data on sales volumes in Table 13-3. 

Sales Volumes. Merchant wholesalers obtained 43 per cent of the sales 
volume of all wholesale establishments in 1958, almost exactly the same pro- 
portion as obtained in 1929. Manufacturers' sales branches and offices ac- 
counted for more than 30 per cent of the total in 1958, compared with less 
than 25 per cent in 1929. Petroleum bulk plants also increased their propor- 
tion of total sales between these two dates, whereas agents and brokers and 
farm products assemblers lost ground relatively. Tlie data for these and other 
years are shown in Table 13-3. 

Somewhat more meaningful figures perhaps, if one desires to study trends, 
are to be found in the percentage changes in sales volume by type of operation. 
I'he largest sales gain, comparing 1958 with 1948, was obtained by petroleum 
bulk plants— an increase of 92 per cent. Manufacturers' sales branches and 
offices increased in dollar volume by 73 percent and merchant wholesalers by 
59 per cent. The increase for agents and brokers was only 35 per cent, whereas 
assemblers of farm products actually showed a decrease in sales of 9 per cent 
during the decade. Comparisons betw'cen 1929 and 1958 show similar rela- 
tionships, except that a comparatively small increase took place in the sales 
of farm products assemblers. Interestingly enough, the figures for merchant 
wholesalers, a 59 per cent increase for 1958 in relation to 1948 and an increase 
of 331 per cent in relation to 1929, are very similar to the increase in retail 
sales volume during the same periods— 55 per cent and 318 per cent respec- 
tively. Thus merchant wholesalers appear to have maintained their position 
in relation to general changes in volume despite the fnct that manufacturers' 
sales branches have taken over an ever greater proportion of the wholesaling 
task during this time. 

In this connection, it is interesting to note the sales of merchant whole- 
salers by class of customer as shown in Table 13-4 for vanous years from 1935 
to 1954. If the data are at all comparable, there was a relative decrease in 
1948 and 1954 in sales to retailers and an increase in sales to industrial users 
and to other wholesalers. Perhaps these figures merely indicate that industrial 
goods have constituted a larger proportion of the total output of manufactured 
goods since World War II than they did prior to that time. On the other 
hand, it may be true that merchant wholesalers have gained ground relatively 
in the wholesaling of industrial goods while losing ground in the sale of 
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Table 13-4 

Distribution of the Sales of Merchant Wholesalers 
by Class of Customer, Selected Yeats 
(per cent of total sales) 


Class of Customer 

1935 

1939 

1948 

1954 

To Retailers 

59.2 

58.9 

46.9 

45.2 

I’o Industrial, Commercial, 
and Similar Users 

24.9 

23.6 

31.8 

32.0 

To Wholesale Organizations 

10.2 

11.6 

13.7 

15.1 

To Consumers and Farmers 

1.9 

1.9 

1.6 

2.8 

For Export 

3.8 

4.0 

6.0 

4.9 


Source: U.S. Census of Business: 1954, Vol. Ill, Wholesale Trade, op.cit., p. 18. 

consumer goods to retailers. The infomiation is not sufficiently complete to 
make a definite interpretation.’ 


CHARACTERISTICS OF WHOLESALE ESTABLISHMENTS 


Size Characteristics 

As in retailing, there is a tendency in wholesale operations for a small 
number of units to obtain a large proportion of the total volume of sales. 
The degree of concentration in fact appears to be very similar to that found 
for retailing in the discussion in Chapter 9, although complete sales-size data 
in wholesaling are available only for merchant wholesalers. 

The average sales volume of merchant wholesalers operating for the entire 
year of 1954 amounted to almost $624,000 per establishment. Those estab- 
lishments with an annual volume of $2,000,000 or more amounted to only 
5.7 per eent of total establishments, but they obtained 50 per cent of the total 
sales of all merchant wholesalers. At the other extreme, establishments with 
less than $200,000 in annual sales constituted 51 per cent of all merchant 
wholesalers but did only 7.1 per cent of total sales volume. The complete data 
by sales-size groups are shown in Table 13-5. 

* Ralph S. Alexander does maintain that tl wholesaler is losing ground as a source 
of supply for retailers. Ilis calculations indicate that in 1929 and 1939 sales of merchant 
wholesalers to retailers amounted to about 40 per cent of total retail sales, whereas in 
1948 and 1954 they constituted 33 and 32 per cent respectively. See “The Changing 
Stnicture of Intermediate Markets and Manufacturers’ Marketing Strategy,” in Robert 
V. Mitchell (ed.), Changing Structure and Strategy in Marketing (Urbanaj Bureau of 
Eronomic and Business Research, University of Illinois, 1958), p. 71. 
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Table 13-5 

Establishments, Sales, and Operating Expenses (rf Merchant Wholesalers' 
in the United States by Sales-Size Groups, 1954 


Sales-Size Group 

Establishments 

Sales 


operating 
Expenses 
(per cent 
of sales) 

Number 

Per Cent 
of Total 

Amount 
(in thousands 
of dollars) 

Per Cent 
of Total 

$10,000»000 and over 

815 

0.5 

18,584,598 

18.7 

5.7 

5,000,000-9,999,000 

1,638 

1.0 

11,223,011 

11.3 

9.3 

2,000,000-4,999,000 

6,609 

4.1 

19,940,896 

20.0 

11.5 

1,000,000-1,999,000 

11,969 

7.5 

16,741,594 

16.8 

13.8 

500,000- 999,000 

19,663 

12.3 

13,952,367 

14.0 

16.6 

300,000- 499,000 

19,583 

12.3 

7,656,795 

in 

18.9 

200,00^ 299,000 

17,886 

11.2 

4,424,833 

4.4 

20.5 

100,000- 199,000 

31,174 

19.5 

4,532,948 

4.5 

22.5 

50,000- 99,000 

25,011 

15.7 

1,857,660 

1.9 

25.4 

Less than 50,000 

25,339 

15.9 

705,001 

0.7 

31.0 

Total 

159,687 

100.0 

99,619,703 

100.0 

13.1 


» Establishments operated during entire year. 

Source: U.S. Census of Business: 1954, Vol. Ill, ‘Wholesale Trade, op.cit, p. 12. Per- 
centages computed by the writers. 


It will also be noted from the -table that there appears to be a very close 
correlation between size and operating expense ratios. The larger the whole- 
sale establishment the lower is the ratio. This relationship seems to hold true 
without exception, beginning with the expense ratio of 5.7 per cent of sales 
for the largest size group and ending with 31 per cent for the smallest. 


Multiunit Operations 

Although the term "chain” is not customarily used in connection with 
wholesaling, as it is in retailing, multiunit operations do exist in wholesaling, 
and with respect to merchant wholesalers at least on a scale somewhat similar 
to that found in retailing. Actually multiunit operations vary greatly accord- 
ing to the class of wholesaler. Single-unit firms in 1954 obtained 82.1 per cent 
of the total sales volume of merchandise agents and brokers and 6$.3 per cent 
of the volume of farm products assemblers. At the other extreme^ the corre- 
sponding figure for manufacturers’ sales branches and offices was ^5.3 and for 
petroleum bulk plants 22.3.* Obviously, since a single branch usually can 

* These and most of the other figures in this section are from US. Census of Business: 
1954, Vol. Ill, Wholesale Trade, op.cit., p. 16. 
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serve only a limited area, most manufacturers and petroleum refiners who 
establish branches and bulk stations in order to perform the wholesaling 
operation find it desirable to establish several such branches or stations. This 
accounts then for the prevalence of multiunit wholesaling for these two 
operating classes. 

With respect to merchant wholesalers, whose operations parallel most 
nearly those of the retail store, single-unit firms in 1954 constituted almost 
87 per cent of total establishments and obtained 71.6 per cent of total sales. 
These figures are closely comparable with the corresponding ones for retailing 
of 90 and 70. Wholesale firms consisting of two and three units obtained 

10.7 per cent of sales volume, leaving 17.7 per cent for the wholesale ‘‘chains” 
composed of four or more units. This latter figure is somewhat below the 

23.7 per cent of retail sales volume obtained by retail chains, but it does in- 

dicate that miiltiunit wholesaling is an important factor in the marketing 
system. ' 


TYPES OF WHOLESALE MIDDLEMEN 

lliiis far, the discussion has been concerned only with the major classes 
of wholesale middlemen. However, there are many different types of opera- 
tion involved within these major classes. Table 13-6 shows the number of 
establishments, sales, and operating expense ratios for the various operating 
types as classified by the Bureau of the Census for 1958. This classification 
differs somewhat from that used in previous years, and comparisons with 
those years are not attempted. 

The data in the table indicate the basic wholesaling structure in the 
United States. It will be noted that some of the wholesalers shown there 
are concerned with importing and exporting and need not be discussed here. 
A few others are highly specialized types whose operations are more or less 
evident from their titles. The remainder, however, require some explanation 
of their functions and place in the wholesaling system. This explanation will 
constitute the subject matter of the following chapters. Reference will be 
made from time to time to the data in this table. 

With respect to interpretation of the data in Table 13-6, a note of warn- 
ing should be given here. These are classifications of middlemen, but many 
middlemen operate in more than one way. A ser\’ice wholesaler, so classified 
because a majority of his sales are made on this basis, may also sell some 
merchandise on a cash-and-carry basis. According to the census classification, 
his entire sales volume is included under that of service wholesalers. A firm 
classified as a buying broker may also represent sellers for a portion of his 
business, but this portion is not credited to “brokers— representing sellers.” 
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Table 13-6 

Wholesalers in the United States: Number of Establishments, 
Sales Volume, and Operating Expenses by Type of Operation, 1958 


Type of Operation 

Number of 
Establishments 

Sales Volume 
{in thousands 
of dollars) 

Operating 
Expenses ® 
{per cent 
of sales) 

Merehant Wholesalers 

189,728 

121,661,229 

13.4 

Wholesale Merchants, Distributors 

171,256 

102,934,483 

14.4 

Terminal Crain Elevators 

690 

2,011,291 

5.4 

Importers 

3,444 

5,747,629 

7.9 

Exporters 

2,618 

5.4?9,')53 

6.2 

Rack Merchandisers 

1.508 

637,152 

18.3 

Cash Carry Wholesalers 

1,860 

580,667 

10.9 

Wagon, Truck Distributors 

Other Limited* Function 

7,351 

1,536,722 

14.7 

Wholesalers 

Manufacturers' Sales Branches 

1,021 

2,773,332 

6.0 

and Offices 

25,181 

87,757,483 

in 

Branches (with stocks) 

15,088 

41,797,685 

10.8 

Offices (without stocks) 

Petroleum Bulk Plants and 

10,093 

45,959,798 

41 

Terminals 

30,424 

20,130.812 

11.9 

Merchandise Agents and Brokers 

26,567 

46,422.643 

3.3 

Auction Companies 

Brokers 

1,840 

4,552,442 

2.5 

Representing Buyers 

772 

1,874,685 

1.9 

Representing Sellers 

3,587 

8,119,560 

2.4 

Commission Merchants 

6,972 

11.795,915 

2.2 

Export Agents 

693 

1,444,658 

3.5 

Import Agents 

Manufacturers' Agents 

349 

836,749 

3.4 

9,983 

9,687,647 

5.9 

Selling Agents 

Purchasing Agents and 

2,069 

6,876,877 

3.5 

Resident Buyers 

302 

1,25-1.110 

27 

Assemblers of Farm Products 

14,096 

8,998,640 

9.0 


“Entries for merchandise agents and brokers represent commissions rcceiscd. 
Source: U.S. Census of Business: 1958, Wholesale Trade, op.cit., pp. 1-11. 


It should be clearly understood, therefore, that the sales figures in Tabic 13-6 
represent the total sales of middlemen according to their major type of 
operation. 


QUESTIONS FOR DISCUSSION 


1. The Bureau of the Census classifies farm implement dealers and farm supply 
stores as retailers and includes the pertinent data regarding their operations 
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in the Retail Trade sections of the census reports rather than in the Whole- 
sale Trade sections. In view of the distinctions made in the opening paragraph 
of this chapter, is this classification correct? Wliat arguments can be made 
for classifying these stores as retailers? As wholesalers? 

2. The statement is frequently found in marketing literature that the wholesaler 
— meaning essentially the merchant wholesaler — is becoming less and less 
important in the marketing system. On the other hand, some marketing stu- 
dents — since the publication of the 1954 census figures — have maintained that 
the wholesaler is making a comeback. What conclusions would you draw 
from the data contained in this chapter regarding changes in the importance 
of the wholesaler since 1929? 

SELECTKD BIBLIOGRAPHY 

See references at the end of Chapter 14. 
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THE REGULAR WHOLESALER 


The most numerous of the wholesalers classified by the Census, as 
shown in Table 13-6, are those designated as wholesale merchants and dis- 
tributors. In 1958 they numbered 171,236 and had a sales volume of almost 
$103 billion. Tliey engaged in the distribution of a wide variety of com- 
modities, including all types of manufactured goods as well as many va- 
rieties of raw materials and agricultural products. But the great majority 
were concerned with the wholesaling of manufactured products, and the 
nature of their operations depended primarily on whether they were scr^dng 
the consumer market or the industrial market. 

These middlemen are known by various names, including wholesaler, 
distributor, and jobber. But regardless of the exact designation nsed in a 
particular trade, all perform a similar service. Their function is to purchase 
merchandise from manufacturers and other suppliers and resell it to retailers, 
industrial users, and other business buyers. In the process of performing this 
function, they render such services as are necessary to the sellers and buyers 
with whom they deal. Thus they are often referred to as “service wholesalers” 
to distinguish them from certain nonservice or limited-function middlemen, 
but since the amount of service offered varies greatly it seems preferable to 
use the term “regular wholesaler.” In the present discussion, we shall use this 
term, or merely the simple designation of “wholesaler,” to refer to the regular 
service wholesaler. No confusion should result since the specialized types of 
wholesalers that will be discussed in a later chapter have specialized desig- 
nations. 


THE WHOLESALER OF CONSUMER GOODS 


There are two reasons for the presence in any marketing channel of the 
wholesaler of groceries, drugs, hardware, electrical appliances, and other con- 
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sumer goods. The first is that he renders valuable services to retailers; the 
second is that he takes over for the manufacturer the wholesaling functions 
involved in marketing to retailers.^ Although wholesalers of consumer goods 
do sell to classes of buyers other than retailers, such as hospitals, hotels, res- 
taurants, educational institutions, and governmental agencies, their chief 
service is to supply the retailer with the products of many manufacturers. 

The Wholesaler's Service to the Retailer 

The wholesaler assembles from a wide variety of sources the products 
which the retailer needs to supply his own consumer trade. He attempts to 
have these products available at all times, and in order tp do this economically 
and promptly he buys large quantities of goods and has them available in 
his warehouse. Here he divides them into small lots of the varieties and 
quantities desired by his individual customers, prepares them for shipment, 
and delivers them to the transportation agency. If the customer is located 
within a suitable trucking radius he may deliver them to the retail store. 
He commonly sells on credit and frequently advises his retail customers on 
suitable stocks to carry and on merchandising methods. 

Buying. Buying is perhaps the most important service the wholesaler 
performs for the retailer. Tlic greatest service performed by retail merchants 
for consumers is to assemble at convenient places the assortment of products 
which the consumer is in the habit of demanding on short notice, and in the 
marketing of many products much of this work of assembling is performed 
for the retailer by wholesalers. It is often a difficult task to collect the various 
commodities that consumers demand. There are hundreds of manufacturers 
producing articles for grocery, hardware, drug, and dry goods stores. To re- 
ceive the salesmen of such firms, to answer their letters, or to pay close at- 
tention to their selling activities is impossible for any but the largest retail 
stores.® The cost of direct buying proves to be too great a burden for most 

1 Since most regular wholesalers are involved in the marketing of manufactured goods, 
it will simplify the discussion in this chapter a great deal to refer only to the wholesaling 
of manufactured products. It should be understood, however, that wholesalers serve pro- 
ducers of natural raw materials and of agricultural goods as well as manufacturers. 

2 “Imagine 50 retailers each ordering an item from 10 manufacturers. 500 orders 
go out from retailers, 500 shipments come back from manufacturers; 1000 transactions 
are required to requisition and supply the needed merchandise. Imagine the same 50 
retailers ordering the same 10 items from a wholesaler; 50 orders go out from retailers, 
50 shipments come back from the wholesaler; 10 orders go out from the wholesaler, 10 
shipments come back from manufacturers; a total of 120 transactions are thus required 
to requisition and supply the same needed merchandise, or a saving of 880 out of a 
total of 1000 transactions. Multiply this by many thousands and the impossibility of 
supplying independent retailers without the service of wholesalers becomes apparent. It 
is mathematically impossible for the average independent retail store to maintain contact 
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small stores. But the wholesaler makes it his business to keep in touch with 
sources of supply, and, buying goods to be sold through many stores, he is 
enabled to purchase in large quantities and so to reduce the unit cost of 
assembly. This service is particularly important when many different products 
are handled in a single store. 

The retailer who handles but few lines and the products of few manufac- 
turers— as do the shoe store, the men's clothing store, and the automobile 
agency— can deal directly with manufacturers, and particularly with those 
manufacturers whose products make up the major items he sells. Consequently 
wholesalers are not used extensively. This is the case because purchases are 
few and the quantities involved are large. But even in such lines there arc 
many small stores and some larger stores, carrying small lines of these prod- 
ucts, which arc best ser\'ed by wholesalers. F,vcn those stores that can buy 
directly may make some or all of their purchases from wholesalers because of 
the other services they perform. 

Dividing and Regrouping. ITie division of large amounts into smaller 
units and the regrouping of items into the lots desired by retailers constitute 
important services of the wholesaler. Manufacturers find it advantageous to 
sell in large quantities. Large orders are more economically handled than 
are small ones, and freight rates favor quantity shipments. Thus the nearer 
the product can be moved to the ultimate consumer in large lots the more 
economically it can be distributed. But most retailers desire to purchase in 
smaller quantities and only certain specific items. This opens the way to 
the wholesaler to provide an indispensable service, for the function of dividing 
and regrouping stocks is commonly performed most economically by an in- 
termediary agency between manufacturer and retailer. Moreover, just as the 
task of buying is most economically performed by a specialist— the whole- 
saler-working on a large scale, so he is often the logical medium to divide 
and regroup goods into the qualities and quantities that retail dealers desire. 

Credit Extension. Another important function which the wholesaler per- 
forms for the retailer is the granting of credit. Manufacturers are often un- 
able or unwilling to grant credit to retailers. But many retailers would be 
unable to begin or continue their business if they were compelled to pay cash 
for all the merchandise they buy. This makes an entering wc^gc for the 
wholesaler. If he has sufficient funds, or can obtain credit from manufacturers 

with the original producers of the many thousands of items it carries. It & equally im- 
possible for producers to maintain direct contact with all the many thousands of retail 
outlets through which manufactured goods reach ultimate consumers.” From “Di.stribiition 
through Wholesalers,” an address delivered by Flint Garrison, Director-General, Whole- 
sale Dry Goods Institute, at the Convention of the American Cotton Manufacturen Asso- 
ciation, Augusta, Ga., April 26, 1935, pp. 10-1. 
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or from banks, he is able to extend credit to the retailer until the latter has 
sold a sufficient quantity of merchandise to make payment. Some retailers are 
kept in business in this way; and it might well be said of many such arrange- 
ments that the retail stores serve as outlets for the wholesaler's products and, 
through this granting of credit, become essentially agencies of the wholesaler. 

Merchandising Assistance. As a specialist in distribution, the wholesaler 
can give other valuable assistance to the retailer. By watching the market 
with care he can advise what goods are likely to sell best, and in what quan- 
tities; he can also advise when to drop and add product lines. In addition, 
the wholesaler’s representatives often assist the retailer in planning his ad- 
vertising and promotional program, furnish him with selling and merchandis- 
ing ideas, supply promotional materials, and give advice with respect to store 
modernization. In some cases wholesalers even provide training for store 
owners and sales personnel. All in all, wholesalers are in a position to give 
the retailer many valuable suggestions which an intelligent merchant can 
use advantageously. 

Assumption of Risk. Finally, the wholesaler assumes many risks for the 
retailer. If t*ii retailer did not buy from the wholesaler, the alternative would 
be to order directly from manufacturers. And since orders to manufacturers 
must often be placed far in advance of delivery and for relatively large quan- 
tities, this would frequently force the retailer to order more goods than he 
could sell in a reasonable length of time. This would make it necessary for 
him to bear the market risks— the risk of falling prices, fashion risks, and the 
risks of physical deterioration— involved in holding goods for long periods 
of time. lie would be in need of much larger storage facilities and financial 
resources than he usually possesses. In many cases, the additional expenses 
involved would more than offset the cost of the wholesaler’s services. For 
when he purchases from the wholesaler, the retailer can buy small quantities 
at frequent intervals, and the wholesaler bears the brant of the risk and cares 
for the financing and storing of the goods. By thus allowing retailers to order 
in small amounts, the wholesaler assists them to increase the rapidity of their 
stock turnovers, and thereby makes possible the more economical operation 
of the large number of small retail stores which modem consumers demand. 

By the same token, however, the wholesaler’s turnover is thereby lowered. 
But it seems evident that the total reserve stock ncessary to supply the trade 
of several hundred small retailers is less it held in one central warehouse near 
the retailers than if each retailer tries to cany sufficient stock to meet the 
variations in his trade. This is true because the variations in day-to-day demand 
are relatively less for the total trade of a large number of stores, with reserve 
stocks in the wholesaler’s warehouse, than if each store carried its own le- 
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serves. In addition, the wholesaler’s business is large enough to cause the 
manufacturer to give him good service, and so he receives prompt deliveries 
on short notice. Such deliveries are frequently made from manufacturers’ 
stocks earned in the wholesaler’s own territory. 

It is true that some manufacturers are able to perform the wholesaler’s 
services, and to the extent that this is true, the retailer’s difficulties with direct 
purchasing which have just been outlined do not apply. But many manufac- 
turers find it too expensive to handle the small orders of the average retail 
store, and are not able to make quick deliveries of such orders. Neither are 
they willing to grant credit to so many retail customers; indeed they frequently 
do not have the financial resources to do so. The wholesaler performs, then, 
many important services for the retailer, services which often are not available 
from other sources. 

The Wholesaler’s Service to the Manufacturer 

As the wholesaler aids the retailer in assembling products, he also serves 
the manufacturer in marketing products to retail dealers. 

Selling. The wholesaler buys most of his merchandise outright and takes 
upon himself the problem of selling it to the retail trade, as well as some 
of the market risks and storage costs the manufacturer would otherwise bear. 
Instead of attempting direct sales to the retail trade, manufacturers who sell 
to the wholesaler turn over to him much or all of the task of selling to the 
retailer. In performing this service, the wholesaler has certain definite ad- 
vantages to offer: he is a specialist in selling his type of retail trade, he knows 
the manufacturer* s prospective market, and he has a developed sales organi- 
zation already selling to an existing clientele. These advantages prove of in- 
estimable value to many manufacturers by supplying a selling service which 
they could not duplicate for anything like the margin between the price 
received from the wholesaler and the price the wholesaler receives from the 
retail dealer. 

Handling many products as he usually does, the wholesaler can work a 
given market more intensively than can most manufacturers. In a distant or 
sparsely populated territory or in selling to small retailers, the wholesaler can 
make a worthwhile profit, whereas the manufacturer of a single -product or 
a small line of products would find the selling costs prohibitive. 

The wholesaler’s principal service to the manufacturer then is the pro- 
vision of an economical selling service. The products of most manufacturers 
are handled by thousands of retail dealers. If these manufacturers attempt 
to sell directly to retailers, they must obtain many small orders for individual 
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products from many retailers in order to have an adequate volume of business. 
Sales to individual retailers thus would be small and costly. The wholesaler, 
on the other hand, has many items for sale and when his salesman calls on 
a retailer he normally takes an order for the products of several manufacturers. 
Because his costs of taking orders, delivering them, and making collections 
are thus spread over a number of items, the cost of marketing each one is 
usually considerably less than it would have been had each of the manufac- 
turers attempted to market his own products to the same retailers. 

Transportation and Storage. Again, as has been noted, the wholesaler 
performs valuable services in regard to transportation and storage. A few large 
shipments to wholesalers take the place of hundreds of smaller shipments 
to retail stores, the large shipments being made at a lower unit cost. Tlie 
wholesaler stores the products at convenient points until they are wanted by 
the retail trade. Because he handles many products which are constantly 
being moved in and out of storage, a given warehouse space will perform more 
service for him than it would for either the manufacturer or the retailer; and 
he can afford a better storage organization because administrative expenses 
will be less By delivering numerous items, rather than a few items as would 
the average manufacturer, he greatly reduces the unit cost of delivery. 

Financial Assistance. Just as the wholesaler gives valuable financial assist- 
ance to the retailer by extending credit, so in some instances he assists the 
manufacturer. This assistance ranges from direct loans, such as are sometimes 
made to the canners of fruits and vegetables, to the indirect service performed 
in carrying the accounts of retail merchants. The wholesaler in some fields 
may contract to take the manufacturer’s product before the latter begins to 
produce; and sometimes he advances funds or pays cash for the product. It 
should be pointed out, however, that it is customary in most lines for the 
manufacturer to extend credit to the wholesaler rather than the reverse. 

The existence of the wholesaler docs simplify, however, the manufacturer’s 
retail credit problem. Manufacturers who sell directly to retailers may have 
to carry on their books the names of hundreds and often thousands of re- 
tailers, and to keep in constant contact with all available sources of credit 
information. The wholesaler, however, because of his proximity to his retail 
customers, finds it much less difficult and probably less expensive to secure 
the desired information. Moreover, since he sells a wider variety of goods 
than does the average manufacturer, the wholesaler’s volume of business 
with individual customers is large enough to enable him to supervise the 
extension of credit more economically than can the manufacturer. When the 
wholesaler relieves the manufacturer of this work, the latter’s credit problem 
is reduced to the need to obtain credit information concerning .a relatively 
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small number of wholesale houses that are usually large enough to have their 
ratings easily ascertained, and with whom the manufacturer does enough 
business to warrant the necessary expense for investigation and collection. 

Classes of Wholesalers 

Wholesalers may be divided into a number of classes based on certain 
characteristic operations. Most common are the divisions based on the line 
of goods and number of products carried, the geographical area covered, and 
the number and nature of the marketing functions performed. Tliese classi- 
fications serve useful purposes and are important as evidence of the fact that 
middlemen develop along different lines in their efforts to obtain business. 
Not all wholesalers arc easily classified, however. Many carry on operations 
in two or more ways. In fact, many of the wholesale middlemen of consumer 
goods actually sell a considerable volume of products to buyers in the indus- 
trial market. Moreover, some merchant middlemen also sell some items on 
an agent middleman basis. As previously indicated, the manner in which a 
particular firm carries on the bulk of its business is the basis normally u.sed 
in classifying it. 

According to Number of Products. Most wholesalers confine their efforts 
to a single line of products— groceries, drugs, hardware. Some of these carry 
complete stocks of goods in the line of merchandise which they sell: others 
carry a more narrow range of merchandi.se. Tlic former arc called “general- 
line wholesalers” and the latter are called “specialty wholesalers.” Tlic dis- 
tinction is by no means clcar-cut,.for some general wholesalers carry narrower 
lines than others, and some specialty’ wholesalers carry rather wide lines. 

General-Line Wholesalers. The general-line wholesaler usually handles 
thousands of individual items. He finds his greatest advantages in his ability 
to supply the retailer with almost anything that he wants in a given product 
line and in the resulting economy of selling large orders. He can sell to small 
retailers and he can sell to retailers in sparsely settled areas because he handles 
enough different items to enable him to sell economically, and the wide line 
handled makes it easy for retailers to buy. This is an advantage to many small 
retailers. Moreover, many of these general-line wholesalers have developed 
their organizations so as to gain some of the advantages of the specialty whole- 
saler. Some have developed lines under their own brand to the sale of which 
they devote special effort, while standing ready, nevertheless, to supply other 
products in the complete line; some have departmentalized in order to gain 
advantages of specialization, and have added specialty salesmen in important 
lines in order to sell them more effectively. 
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Specialty Wholesalers. In lines in which retailers handle many products, 
wholesalers who carry only part of a line have developed. These are called 
specialty wholesalers. They are common in the dry goods, drug, wearing ap- 
parel, and food trades. In the food trade, for example, there are wholesalers 
who specialize in selling fresh fruits and vegetables; others who carry tea, 
coffee, and spices, or coffee alone. Wagon distributors, to be discussed later, 
specialize in selling a narrow line of food products, and candy wholesalers 
are also found. In the automobile field, there are some wholesalers specializing 
in replacement parts and others in accessories. Hardware wholesalers com- 
monly sell paint, but paint wholesalers are also found. There are, likewise, 
wholesalers in the clothing and dry goods fields specializing in the sale of 
men's and boys' clothing, women's and children's clothing, furs and fur gar- 
ments, milliner}^ footwear, hosiery and lingerie, cotton piece goods, notions, 
or other narrow lines. 

Wholesalers who specialize in partieular lines in this way become special- 
ists in their narrow fields and have certain advantages over general-line whole- 
salers. They can know their special markets and products more thoroughly; 
they often v v:ry a wider selection in their special lines and give better service 
to retailers. Moreover, because their total line is smaller, less capital is re- 
quired, more effective stock control is possible, and they can exert more 
selling effort. This is an important advantage to the manufacturers whose 
products they sell. They are sometimes handicapped, however, because the 
very narrowness of the line they market tends toward more expensive market- 
ing, and often makes it uneconomical to sell small stores or stores in sparsely 
settled areas. 

In recent years, there has been a definite trend toward specialty whole- 
saling. GcncraMine fimis still predominate in groceries, drugs, and hardware, 
but they have lost ground to specialty firms. As of 1954, general-line grocery 
wholesalers obtained 55 per cent of total grocery and food sales compared 
with 69 per cent in 1929. Comparable figures for the drug field were 58 and 
76 and for hardware 78 and 88. In dry goods, specialty firms obtained 83 
per cent of total volume in 1954 compared with 62 per cent in 1929. The 
trends are similar with respect to jewelry and electrical goods, fields in which 
the specialty wholesaler is predominant.® In selecting wholesalers to repre- 
sent him, the manufacturer must balance the economy of distributing through 
general-line firms against the more aggressive sales effort that the specialty 

•’The information in this paragraph is based on census data, and the percentages 
were calculated by Ralph S. Alexander in “'ITic Changing Structure of Intermediate 
Markets and Manufacturers’ Marketing Strategy/’ Robert V. Mitchell (ed.), Changing 
Structure and Strategy in Marketing (Urbana: Bureau of Economic and Business Re- 
search, University of Illinois, 1958), pp. 73-4. ^ ^ 
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houses are in a position to give to his products. It is evident that manufacturers 
are choosing more and more the wholesalers who will “push” the sale of their 
particular lines. 

According to Territory Covered. The size of the tenitory covered by 
wholesalers varies greatly. In the staple lines, three important classes of whole- 
salers are usually distinguished: the national wholesaler, the district whole- 
saler, and the local wholesaler. 

National Wholesalers. Most firms classified as national wholesalers do 
not actually attempt to distribute their products throughout the nation, but 
they do cover a wide tenitory extending over several regions. They tend to 
be located at strategic centers, such as Chicago, New York, St. Louis, Kansas 
City, Dallas, and the coast cities. This is particularly true when the firm is 
operating only one establishment. Most national wholesalers, however, now 
operate through branches located in various cities. As indicated in the previous 
chapter, almost 30 per cent of all merchant wholesalers in 1954 were establish- 
ments of multiunit firms. Thus, with respect to selling operations especially, 
many so-called national wholesalers really operate more in the manner of 
district wholesalers, or even local wholesalers. 

It is evident that large general-line wholesalers, whether national or more 
localized in the area covered, arc growing relatively less important. This is 
due in part to the development of the specialized wholesalers previously men- 
tioned, in part to the development of local and district wholesalers, and in 
part to the growth of direct sale to retailers by a growing number of manu- 
facturers, many of whom have established branches to perform the whole- 
sale operations involved in the sale of their own products. Although national 
wholesaling has not entirely disappeared, district and local wholesaling have 
made substantial gains at its expense. 

There has been a consistent tendency to decentralize wholesaling opera- 
tions, to bring the point of wholesale distribution closer to the ultimate mar- 
ket. There are a number of reasons for this, but the basic factor has been 
the increase in population and in business activity. As the smaller markets 
increase in size, it becomes more economical to serve them from nearby, 
rather than from distant, locations. Transportation costs are less because the 
products can be shipped a greater distance in carload quantities at carload 
rates. Selling costs also tend to be less in many instances, as will bje noted in 
the following section in connection with the discussion of local wholesaling. 
For these reasons, most national wholesalers in recent years have tither cur- 
tailed the territory in which they operate or have established branches that 
permit them to operate closer to the market. 
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District and Locd Wholesders. District wholesalers are located in large 
wholesale centers. They sell in their home city and in areas extending to 
as much as 400 miles from this city. Local wholesalers may operate in a large 
city, or in part of a large city, or in a small city and the cities and towns 
nearby. District wholesalers have advantages of large-scale operation similar 
to those of the general-line wholesaler, and they are likely to be predominant 
in the more sparsely populated areas. In many instances, however, they find 
the competition with local wholesalers very severe, and many have developed 
their own brands in order to meet this competition more effectively. Some 
have found that they can obtain business outside their local areas only at 
a high cost and have curtailed the areas served. Others have added new 
product lines in order to increase the size of orders and achieve economies 
of scale. 

There arc certain advantages in local wholesaling, especially in the mar- 
keting of staple lines. Staples are sold primarily on a price basis. This is par- 
ticularly true in their wholesale distribution, for the retailer wants to buy 
such products at the lowest possible cost. Here the local wholesaler seems 
to have disluict advantages. The volume of sales is usually small and so the 
owners can retain direct control of the business, with none of the high ad- 
ministrative expenses for efforts directed solely to controlling a large organi- 
zation. The local operator can keep in direct personal contact with his cus- 
tomers, thereby establishing a personal good will which makes selling easier, 
and he has personal knowledge of their credit standing. The salesmen 
of the local firm cover a small territory intensively and live at home most 
of the time, thus reducing their expenses. Delivery expense is likewise low, 
for the local wholesaler’s warehouse is near his customers. This also enables 
him to make quick dcli\crics on short notice. Because of the modem em- 
phasis on rapid stock turnover, this gives the local wholesaler a distinct ad- 
vantage in selling to retailers, since his stock is nearer to the retailer than is 
the stock of the larger wholesaler whose headquarters are more remote. The 
local wholesaler can make most of his deliveries by truck, and any rail hauls 
from his warehouse to his customers are short. 


THE WHOLESALER OF INDUSTRIAL GOODS 

It was pointed out in Chapter 3 that industrial goods are often marketed 
directly from the producer to the business user. Purchasers often find it neces- 
sary to maintain direct contact with producers in order to keep abreast of 
the latest product developments in the field. Furthermore, in the purchase 
of many industrial goods even the largest buyers need technical 'Assistance. 
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These objectives are likely to be best attained through direct relations with 
producers. And when sales of industrial goods are made on a large scale, as 
they commonly are, direct marketing is economically possible. Wholesale 
middlemen are important, however, in the marketing of a significant pro- 
portion of industrial goods; and, according to the data in Table 13-4 in the 
previous chapter, they may even be increasing in importance. 


Types of Wholesalers 

Attempts to classify the wholesale merchants of the industrial goods 
market are by no means satisfactory. Perhaps the best classification is one 
based on degrees and hpes of specialization. On this basis three major classes 
can be differentiated: (1) wholesalers who sell a wide line of supplies and 
equipment to many types of industrial goods buyers, (2) wholesalers who sell 
a single line of products to many types of industrial users, and (3) wholesalers 
who sell a more or less complete line to the industrial buyers in a certain 
industry or trade.^ ITie wholesalers of the first type are commonly called '‘in- 
dustrial distributors*' or “inill-supply houses.” I’hc single-line wholesalers of 
the second class have no common name but arc usually differentiated by 
using the line handled as a part of the name— as “paper wholesalers,” “elec- 
trical-goods wholesalers,” and the like. The third class, likewise, has no com- 
mon name, although the type of business they serve is often used— as “oil-well 
supply houses,” “dairy equipment wholesalers,” or “dental supply houses.” 

Industrial Distributors. The industrial distributor sells a variety of prod- 
ucts to many types of industrial buyers. The typical firm carries a wide line 
of equipment and supplies, which it purchases from numerous producers and 
sells to various buyers, but in the main to manufacturers. I he principal func- 
tions of an industrial distributor are to fill small orders and handle emergency 
orders. Accordingly, well-assorted stocks must be carried. Large orders are 
likely to be sold directly by the manufacturer or filled by drop shipments.*”’ In 
view of the emphasis on small and emergency orders, industrial distributors 
are most active within a geographical area in which delivery from warehouses 
can be made within a twenty-four hour period.® Most of their sales are made 
within the limits of a metropolitan trade area, although they also function 

♦The first two classes of wholesalers may be said to be selling in a “horizontal mar- 
ket,“ whereas the third class is selling in a “vertical market.” For definitions of these 
terms, sec note 7 in Chap. 3, p. 47. 

® Drop shipments are those in which the order is taken by the industrial distributor 
or other wholesaler but shipment is made directly to the buyer by the manufacturer. The 
wholesaler takes title to the goods but not possession. Drop shippers are discussed further 
in Chap. 16. 

« Stuart W. McFarland, “The Marketing Position of Industrial Distributors,” Journal 
of Marketing, April 1953, p. 395. 
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as manufacturers' representatives in territories where the number of buyers 
is too small to warrant direct sale by manufacturers. 

'Flic number of industrial distributors is not known. Just which individual 
firms should be put in this class is not easily determined by ordinary census 
methods because of the great variation in the lines that are sold and in the 
operations carried on by individual firms. In 1948 there were 1,944 whole- 
sale establishments designated as industrial distributors by the Bureau of the 
Census, with total sales of $2,812,215,000.^ Since 1948 the Census has not 
attempted to define or classify industrial distributors. The definition of an 
industrial distributor used in the 1948 enumeration was such that it un- 
doubtedly included some firms that would not be properly classified, accord- 
ing to the definitions used here, as industrial distributors. On the other hand, 
some firms that might properly be classified as industrial distributors were 
probably omitted.* 

Single-Line Wholesalers. There are many wholesalers that handle a par- 
ticular product line for sale to many types of industrial goods buyers: paper 
wholesalers, chemical wholesalers, steel jobbers, electrical-goods wholesalers, 
office-equipmciiL distributors, coal wholesalers, and many others. Their func- 
tions are not unlike those of industrial distributors, but they do not handle 
such a wide variety of products. The handling of small and emergency orders 
is an important function of most single-line wholesalers. In some cases, how- 
ever, they may act as the exclusive agent for the lines of certain manufacturers. 
In these instances— the paper trade is a good example— large orders are han- 
dled by the wholesaler but shipped directly in carload lots from the manu- 
facturer to the buyer. Thus the wholesaler may often act in the capacity of 
a drop shipper. 

Many of these wholesalers arc general-line firms but there is a good deal 
of specialization in some trades. Some paper wholesalers do the bulk of their 
business in a single line, such as wrapping paper, coarse papers, printing and 
writing paper, or stationer}^ and stationery supplies. Chemical wholesalers 
may specialize in dyestuffs, explosives, industrial chemicals, or naval stores. 
Some steel jobbers specialize in structural steel, others in sheet-metal prod- 
ucts, and still others in wire, wire fence, and wire rope. It is obvious that 
there may be many variations in the type of operation that is carried on. 
The same thing is true with respect to the territory covered. Many do a purely 
local business but others operate over a faiii) wide area. 

^ U.S. Census of Business: J954, Vol. Ill, Wholesale Trade (Washington, D.C.: U.S. 
Department of Commerce, Bureau of the Census, 1957), p. 1-1 1 . 

»'rhe definition of “industrial distributor” excluded machinery wholesalers and in- 
cluded dealers in materials, equipment, and supplies for mines, factories, oil wells, public 
utilities, and similar users. ^ 
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Specialization by Type of Buyer. The third group of wholesalers men- 
tioned above specializes in the sale of products to particular types of buyers. 
Among these are mining equipment and supplies wholesalers, oil-well supply 
houses, printing equipment distributors, dental supply houses, optical goods 
wholesalers, barber supply houses, and wholesalers of many other special 
lines. The characteristic feature of such firms is that they distribute a line 
of products to a particular class of customer. Usually they handle a rather 
complete line of the supplies and equipment related to the type of industry 
or profession served. ITius they become specialists in a particular type of 
industrial market. 

In a number of these markets, it is evident that the market consists of 
an unusually high proportion of small buyers. Thus there is likely to be less 
direct selling by manufacturers and more reliance on the specialized whole- 
saler than is usually true in the industrial goods field. In other respects, their 
functions and services are similar to those of industrial distributors and 
single-line wholesalers. 


Services of Industrial Goods Wholesalers 

The services of wholesalers selling industrial goods need not be discussed 
in detail. These middlemen afford many of the same advantages to their 
customers and to the manufacturers whose products they sell as those offered 
by wholesalers of consumer goods to retailers and manufacturers. For the 
buyer, particularly the buyer whose purchases are made on a small scale, they 
select goods from among those offered by many competing manufacturers and 
store these goods where they will be ready for quick delivery. 'ITiey often 
make deliveries free of charge and grant credit. 

The industrial distributor is particularly useful to many buyers because 
of the wide lines that he handles. Even the larger buyers of industrial goods 
often purchase items which arc used in small amounts and at infrequent 
intervals from such houses or from the more highly specialized types of 
wholesalers. The services of these distributors are also valuable when large 
buyers find themselves short of certain items because of enors in purchasing, 
delayed deliveries, or the receipt of unanticipated orders. Small quantities can 
be obtained quickly and are tisually purchased more cheaply from the whole- 
saler’s stocks, which have been bought and shipped from the factory at car- 
load rates, than from the factory, which often sells such quantities at higher 
prices and with the added necessity of paying the higher less-than-carload 
freight or express rates for shipment. 
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Wholesalers in specialized lines, and even those that handle wider lines, 
are often well versed in the technical problems involved in the use of the 
goods they sell, and their salesmen are able to give valuable technical advice 
to their customers. Few purchasing agents can have a highly specialized 
knowledge of all of the products they must buy, and those firms which use 
a wide variety of products in the course of a year's operations frequently have 
no one in the organization who has specialized knowledge of some of those 
that must be purchased. New products and their uses are also brought to the 
buyers' attention by the wholesalers' trade paper advertising and direct mail 
efforts, and by his salesmen. 

To many producers of industrial goods, the ready-to-use sales force of 
the wholesaler, his established clientele and knowledge of markets, his ware- 
house and delivery service, and his ability to pay cash and extend credit 
offer definite advantages. The manufacturer is often unable to provide these 
services at as low a cost as the wholesaler can, and limited financial resources 
may make it impossible for him to provide them at all. 

CONCLUSIONS 

It is evident from the foregoing discussion that the regular wholesaler 
has a definite and important place in the marketing system. ITiere are other 
types of wholesale middlemen,*’ but generally speaking they do not constitute 
a serious competitive threat to the regular wholesaler. The principal source 
of competition, in fact, conics from the manufacturers' sales branch and 
other forms of direct marketing. The above average growth of the manufac- 
turers' sales branch has already been noted in the previous chapter, but there 
is little statistical information as to the extent of other forms of direct mar- 
keting. 

On balance, cost is the most important consideration in determining any 
middleman's place in the channel of distribution. There is evidence that 
manufacturers’ sales branches in most lines operate with low^er expense ratios 
than do regular wholesalers,^® It may be noted, however, that manufacturers' 
sales branches probably are not charged with all the expenses that should be 
allocated to them. Of greater importance is the fact that such branches are 
most likely to be established when cost considerations are favorable and are 
likely not to be established when volume would be inadequate and costs 
excessive.^ 

®niese middlcnien will be discussed in Chap. 16. 

For a comparison, see Edwin H. Lewis, *'Comeback of the Wholesaler,"' Harvard 
Business Review, November-December 1955, p. 117. ^ 

^^Manufacturers’ sales branches do operate on a much larger scale than do regular 
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The economic justification then for independent wholesalers is the fact 
that the use of their services lowers the cost of marketing. The way in which 
it docs this has been pointed out briefly in the discussion of the services the 
wholesaler renders to manufacturer and retailer. When the services can be 
most economically performed by the wholesaler, it is evident that the possi- 
bility of selling to or buying from him must be seriously considered. Whether 
he will be used or not rests, however, not merely on his costs of operation, 
as evidenced by the margin for which he will handle products, but on the 
degree to which his performance of the marketing functions will satisfy those 
who are considering the use of his services. 

It was pointed out earlier in this chapter that a primary service of the 
wholesaler is to supply the retailer with merchandise, that is, to assemble 
consumer goods, to divide and regroup these goods in the quantity and 
variety desired by retailers, and to have them ready to deliver when needed. 
It was also pointed out that most wholesalers handle thousands of different 
products. From this it follows that they can seldom devote any considerable 
amount of sales effort to the products of particular manufacturers. In fact, 
in choosing among the many products offered them for sale, they often refuse 
to handle the products of some manufacturers and handle only a part of 
those made by others. These considerations make the wholesalers’ service 
more or less unsatisfactory to many manufacturers, and have thus been among 
the most important reasons which have caused some manufacturers to sell 
directly to retailers. This tendency has received further impetus from the 
fact that many retailers, likewise, prefer to buy directly from manufacturers. 
It has also been given impetus .by the fact that some wholesalers manufac- 
ture some of the products they sell, and many wholesalers place their own 
brands on certain products which they buy from manufacturers. These con- 
flicts will be discussed in more detail in the following chapter. 

CASE PROBLEM-PRATT & WHITNEY COMPANY, INC.* 

The Pratt & Whitney Company, a major manufacturer of machine tools, has 
always sold its line of cutting tools and instrument gauges directly to industrial 
users by means of its own sales foree. 'Ihc salesmen, who operate out of 18 branch 

wholesalers. In 1958 the average volume per establishment was approximately $601,000 
for regular wholesalers but more than $3,400,000 for manufacturers’ sales branches. In 
view of the apparent effect of volume on the operating expense ratios of wholesalers, as 
noted in Table 13-5 in Chap. 13, it seems likely that the larger scale of opeiation is 
the basic reason for the lower expense ratios of the manufacturers’ sales branch rather 
than any basic cost advantage that the branch might have as a type of opaation. 

* Adapted from an article in Business Week, March 19, 1960, pp. 59-^0. 
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offices, are highly trained sales engineers. Some of their sales involve special- 
purpose tools designed to meet the particular need of a customer. In such cases, 
the salesmen may be required to make a highly technical analysis of the cus- 
tomer's manufacturing operation as a basis for the sale. Many of the company's 
products, however, arc standard items which are produced to stock and sold to 
a variety of customers. 

In March 1960, the Pratt & Whitney Company announced that it was dis- 
continuing its policy of direct sale of cutting tools and instrument gauges and 
would proceed as rapidly as possible to select industrial distributors to handle 
the entire line. These distributors w'ould be expected to stock a complete line 
of products, although slow-moving items still in production could be exchanged 
for other items. Sales assistance would be provided by Pratt & Whibicy through 
its sales engineers, who would handle the more difficult technical problems. In 
addition, technicians would be available to assist in training distributor salesmen 
and from time to time accompany them on calls. All orders, however, even those 
from volume accounts, would be filled by the distributors. Moreover, no more 
distributors would be selected in each territory than necessary for full coverage. 

Several considerations were involved in the decision to change the distribution 
policy of the Pratt & Whitney Company. In the first place, a large proportion 
of its customers apparently preferred to deal with industrial distributors, and in 
fact Pratt & '^'liihicy was the only large firm in its field which w^s not using 
distributors in early 1960. In addition, the general sales manager stated that the 
company lacked breadth of distribution. Its sales force simply was not sufficiently 
large to call on all existing potential buyers. Not only were many potential cus- 
tomers completely overlooked, but the number of calls that could be made even 
on regular customers was limited. Moreover, the highly trained salesmen of Pratt 
& Whitney tended to spend their time working on the production problems of 
their customers and on the sale of special-purpose machines, thus neglecting the 
sale of the '‘bread and butter” lines. 

The principal disadvantage involved in tlic change of distribution policy, in 
the view of the company, was the increase in distribution cost that would result. 
Industrial distributors would have to be given a discount of 20 per cent from 
the list price to the industrial user. Selling costs, under the existing method of 
distribution, were less than 20 per cent of sales, and many of the existing costs 
would continue to be incurred under the new system. However, the company 
believed that the alternative of expanding its own sales force would be even 
more costly, especially since traveling expenses W'ould be greatly increased if the 
desired breadth of distribution were to be obtained. The company hoped to make 
up the increased cost of distribution through greater sales volume, through manu- 
facturing economies resulting from longer production runs, and through reduced 
costs of carrying factory inventories. 

Evaluate the company's decision and its reasons for making this decision. 
What problems may be encountered in effecting the change to industrial dis- 
tributors? What alternatives might have been considered? What are the advan- 
tages and disadvantages of these alternatives? 



292 


Principles of Marketing 


SELECTED BIBLIOGRAPHY 

Beckman, Theodore N., Nathanael H. Engle, and Robert D. Buzzell, Whole- 
saling, 3rd ed. (New York: Ronald, 1959). 

Hovde, Howard T. (ed.), “Wholesaling in Our American Economy,” Journal 
of Marketing, September 1949, entire issue. 

Lewis, Edwin H., Wholesaling in the Twin Cities, Studies in Economics and 
Business No. 15 (Minneapolis: University of Minnesota, 1952). 

, “Wholesale Market Patterns,” Journal of Marketing, January 1948, pp. 

317-26. 

Livesey, Charles A., “The Steel Warehouse Distributor,” Harvard Business Re- 
view, Spring 1947, pp. 397-408. 

McFarland, Stuart W., “Tlie Marketing Position of Industrial Distributors,” 
Journal of Marketing, April 1953, pp. 594-403. 

Revzan, David A., “Some Selected Recent Trends in Wholesaling,” in Delbert 
J. Duncan (ed.). Proceedings Conference of Marketing Teachers from Far 
Western States (Berkeley: University of California, September 1958). 

Tousley, R. D., and R. F. Lanzillotti, The Spokane Wholesale Market, Bull. No. 
18 (Pullman: Bureau of Economic and Business Research, Washington State 
University, 1951). 



15 . 


MANUFACTURER-MIDDLEMAN 
RELATIONS AND DIRECT MARKETING 


Middlemen are used by manufacturers because they can perform the 
marketing functions more economically than can the manufacturer, because 
they can perform them more effectively at a given cost, because the manu- 
facturer does not have the ability to perform these functions, or because he 
does not possess adequate financial resources to perform them effectively. 

Tlie first three of these considerations leading to the use of middlemen 
by manufacturers are based fundamentally on the marketing skills of the 
middleman and on his relatively low operating expenses. Because he is a 
specialist in a certain field of marketing operations, he possesses the intimate 
knowledge of his field and the skills that result from specialization; and 
because he commonly handles many products, he is in a position to benefit 
from the economies of operation that frequently result from marketing a 
large volume of goods to individual buyers or in a limited territory. The fourth 
point is also important. If the manufacturer does not have the necessary 
financial resources, he cannot market his own products effectively. The ele- 
ment of risk also arises in this connection. Direct selling involves certain 
fixed costs, such as the ownership of warehouse and delivery equipment. It 
also makes it necessary to hire and develop sales personnel. Such activities 
increase not only the financial resources required but the risk as well. If direct 
marketing docs not succeed, the manufacturer s financial resources will be 
depleted, and in periods when sales decline expenses per unit of sales increase. 
But if middlemen are used, the risks arising from these contingencies are 
borne by the middleman. 

It is safe to say, however, that many manufacturers, although they use 
the services of middlemen, are not completely satisfied with the results. Con- 
sequently, we find that some manufacturers supplement the middlemen’s 
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services; others use middlemen for some of the marketing functions but per- 
form other functions themselves; some have attempted to overcome the de- 
ficiencies of middlemen’s efforts by selecting a limited number with whom 
they endeavor to build satisfactory relationships; others have entirely elim- 
inated middlemen from the earlier stages of the marketing process or from 
marketing some products or from marketing to some customers or in some 
areas; still others do not use them at all. 

MANUFACTURER-MIDDLEMAN RELATIONS 

Relationships between manufacturers and middlemen vsLxy greatly and 
there are many possible sources of conflict. Often the conflicts arise because 
of the lack of a common interest and the ease with which a particular agency 
can take independent action. But in other cases, conflicts arise despite tlic 
fact, or perhaps because of the fact, that the various agencies are dependent 
upon one another. Wholesalers and retailers often resent the attempts of 
manufacturers to suggest improvements in business methods. They dislike 
the establishment of sales quotas and requirements with respect to the carry- 
ing of minimum stocks. Tliey fear a possible reduction in gross margins as 
the manufacturer assumes more and more of the marketing functions. Above 
all, they fear that the product will be taken away from them and sold di- 
rectly by the manufacturer. 

The difficulties between manufacturers and middlemen that often lead 
to the elimination of some or all of the services of middlemen arise most 
frequently out of the manufacturer-wholesaler relationship. The problems 
that arise here also exist, however, in one form or another in all manufacturer- 
middleman relations. In view of this fact, it will be helpful to study these 
problems in some detail. To make the discussion even more specific, chief 
attention will be given to the relations between manufacturers of consumer 
goods and the regular wholesalers who sell these goods to retailers. 


Problems Involving Selling Activities 

From the point of view of the manufacturer, the first and fundamental 
duty of the wholesaler is to sell his product. In considering the wholesaler’s 
selling activities, however, 4t is important to bear in mind that his efforts 
are directed more toward providing retailers witli satisfactory goods and 
services at satisfactory prices, and in building up a good will for his own 
services which will insure continued patronage by his retail customers. He 
succeeds only to the extent that he can sell to retailers at a profit. It follows 
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that he is more concerned with giving satisfactory service to them than in 
serving the manufacturers whose products he sells. Consequently, his efforts 
to create demand are directed primarily to this end, not to creating demand 
for the products of any particular manufacturer.^ 

The wholesaler s efforts to promote sales rest on two major decisions. He 
must first decide what products he will attempt to market. Then he must 
decide what amount of selling effort he will devote to each. His decisions as 
to what products to market, which of these he will place real sales effort 
behind, and how much sales effort he will devote to each are influenced by 
a number of considerations. Most important is the extent of the existing or 
prospective demand for the product. Products for which an active consumer 
demand exists and on which a satisfactory margin of profit is realized are 
looked upon with the greatest favor by the wholesaler, and by his retail eus- 
tomers. He prefers to sell such products, and if the prospective volume of 
sales is large he may actively promote their sale. But for some products for 
which there is an active demand the profit realized may be quite unsatisfactory. 
Even so, the wholesaler is usually forced to handle them in order to supply 
the needs uf his retail customers, who will insist on buying them from some- 
one. If the wholesaler does not supply them, they will be purchased from 
his competitors and he may be unable to retain his customers' trade in other 
products. Toward such products, however, the wholesaler is likely to be rather 
indifferent or perhaps c\cn hostile. He not only refuses to push their sale, 
but he is likely to attempt to substitute competing products that can be sold 
at a more profitable margin. The great majority of products which the aver- 
age wholesaler markets occupy a middle ground. He has them available for 
sale, but he undertakes no active effort to sell them. 

If no large demand exists for a particular product in the wholesaler's ter- 
ritory but it appears that it can be sold without much effort on his part, or 
if the manufacturer has agreed to promote it in ways wdiich the wholesaler 
believes will develop a demand, he is usually willing to stock it. If such a 
product offers a good margin of profit and shows promise of attracting a con- 
siderable volume of trade, he may be glad to devote some effort to its sale. 

The presence of an existing demand, or the prospect of a demand to be 
developed by the manufacturer, is thus an important consideration in bring- 
ing about a decision on the part of a wholesaler to stock a particular product. 
These conditions do not of themselves, however, assure that the wholesaler 
will make any particular effort to sell it. The decision to devote real selling 

1 Although the discussion is framed with reference to the wholesaler of consumer 
goods, the reader should hold in mind that it is equally applicable to wholesalers of in- 
dustrial goods and to retailers. In general, middlemen are more concerned with serving 
their customers than they arc with serving manufacturers. 
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eflFort to a product must be carefully considered. Many competing products 
of the same kind are often handled. To promote one may merely result in 
diverting demand from similar commodities without increasing the total 
demand for that kind of product. It may be done at a disproportionate cost 
and may even result in sacrificing sales of other kinds of products which are 
necessarily promoted less intensively. If other wholesalers handle the same 
product, they may be the ones to benefit from the new demand which has 
been developed by the promoting wholesaler. The latter's sales and profits 
may or may not be increased. They may even decline. 

Real sales effort can be expected by the manufacturer only when the 
wholesaler believes that his efforts will develop a demand on which he can 
realize a profit over a considerable period of time. The first and most im- 
portant consideration in coming to a decision on this point is the gross mar- 
gin of profit. It must be large enough to cover his immediate expenses of 
promotion and to convince him that his total net profit will increase and 
not decline, as a result of the fact that time devoted to the sale of one product 
limits the effort he can devote to the promotion of other desirable products. 
Next he must be assured that he will continue to realize a profit. If he is 
allowed to place his own brand on the product or if he is made the exclusive 
agent in his territory, he will feel more secure on this point. But many manu- 
facturers desire to sell under their own brands and arc unwilling to give ex- 
clusive agencies. Hence for such products, the wholesaler must be reasonably 
certain that, after he has developed a demand, the manufacturer will not 
decide to market directly or reduce the margin. On these points he can 
seldom feel assured. His decision must rest on his own judgment of what is 
likely to happen in each particular situation. 

New products present a particularly difficult problem to the wholesaler. 
If the product under consideration is just a new brand of an existing com- 
modity, of which he already has several competing brands in slock, he is 
likely to look upon it with indifference. The addition of such a product to his 
stock will tie up more capital while its sale may merely result in the reduction 
of sales of competing products. This is one of the most difficult problems 
facing wholesalers today. They often find that, with the constant addition 
of new competing lines, their investment is increased but not their sales 
volume, since customers are merely attracted away from old lines to the new 
ones. Even if a larger total demand for that particular kind of proiduct results, 
the cost of creating the new demand may offset any increase 91 profits. It 
is difficult and often expensive to arouse interest in a new product, and the 
wholesaler's salesmen may not have the special knowledge and training re- 
quired to sell it. So unless it appears that the product will be easy to sell, or 
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unless it offers a wider margin of profit than similar products of equal value, 
or gives promise of becoming a necessary addition to his line, the wholesaler 
is not likely to handle it. Even if he does decide to handle it, he will push 
its sale only up to the point at which he thinks the cost of additional sales 
effort is equal to the value of the resulting sales. 

It follows then that if a product has real merit which is rather obvious, 
if it is of a kind which is in demand, if it allows a good margin to the whole- 
saler and the retailer, it will be well received. But if it is “just another prod- 
uct"' for which no specific demand exists, or if it is a new kind of product 
for which a general demand must be developed, the wholesaler’s efforts alone 
are not likely to prove successful. The manufacturer of such a product is 
often forced to develop a demand before the wholesaler will even consider 
stocking it. 

Brand Problems and Conflicts 

One result of the intense competition for sales has been the introduction 
of brands as a means of identifying the sources from which products are 
obtained. By branding the products he sells, the businessman makes it easy 
for those who have used and liked them, and those who have heard of them 
through his advertising and salesmen or from others who have used them, 
to identify his products when purchases are made. This makes buying simpler 
and more satisfactory, and helps the seller to realize more fully on his mar- 
keting efforts and the satisfaction consumers have derived from the use of 
his product. 

Brands are widely used in a modem economy and aie the cause of many 
difficulties between manufacturers and middlemen. The basic situation is 
admittedly an incongruous one. The manufacturer relies on middlemen to 
distribute his nationally advertised brands. At the same time, the manufacturer 
sells unidentified products to wholesalers and large retailers who resell these 
products under their own brand names.* The middleman who is supposed 
to distribute the brands of manufacturers thus also handles his own brands 
and sells them in competition with the brands of manufacturers. It is ob- 
vious that a conflict of interest exists in this situation, both on the part of 
the manufacturer and on that of the middleman. 

The Manufacturer’s Viewpoint. It has long been a common practice for 
manufacturers to sell unidentified products to wholesalers, mail order houses, 

* Brands of manufacturers are often called ‘‘nationar’ brands and those of middlemen 
‘‘private'* brands. We shall use here the more accurate terms, “manufacturers* brands** and 
“distributors’ brands.’* 
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chain stores, large independent retailers, or even to other manufacturers who 
resell the products under their own brand names. Some manufacturers who 
sell products under their own brand sell a part of their output to middlemen 
for resale under the middleman’s brand. This last practice seems to have 
become more common in recent years. The growth of various types of large 
retail organizations which desire to sell products under their own names has 
contributed to this development, as has the desire of wholesalers to secure 
the advantages of branding and to protect their own business from the brand- 
ing efforts of both manufacturers and retailers. 

Manufacturers who, in addition to selling their own branded products, also 
sell products to be marketed under the brands of wholesalers and retailers 
are producing commodities which will compete with their own brands and 
which frequently sell for lower prices at retail.* Some manufacturers who do 
this originally sold their entire output to branding middlemen. Selling under 
their own brands has been a later development designed to strengthen their 
position in the market, to develop a market which makes it possible to utilize 
surplus plant capacity, or both. Other manufacturers began to produce prod- 
ucts to be sold under distributor brands after developing a market for their 
own branded products. It may seem to be unwise thus to assist in the develop- 
ment of competing brands, but it is not necessarily so and is not always easy to 
avoid. Many such manufacturers have surplus plant capacity which these sales 
make it possible to utilize. Others undertake to make such sales because they 
realize that if they do not some other manufacturer will. If they take the busi- 
ness themselves, it adds to their volume and may prevent an enlargement of 
production capacity by other manufacturers which will ultimately make com- 
petition more severe. 

The Wholesaler’s Viewpoint. Wholesalers have long branded many of 
the products they handle, but the increasing importance of manufacturers’ 
brands which developed out of large-scale manufacturing and selling methods 
gave them further reasons for using their own brand names. The growing 
strength of manufacturers’ brands, and particularly the attempts of manu- 
facturers to supplement the wholesalers’ selling efforts by sending salesmen 
directly to retailers, has resulted in a substantial threat to the wholesalers’ 
position. This threat is manifested in several ways. 

« ‘'By and large, however, the private branders cannot be credited with bringing prod- 
uct innovation and progress in merchandise. With relatively few exceptions they have 
been imitators and have benefited from the building of demand for varioife types of dif- 
ferentiated merchandise by manufacturers. They have not incurred the growth costs which 
some manufacturers have, but they enter with a price appeal when demand has been 
built. In so doing they provide a check against manufacturers retaining permanently the 
benefits of successful pioneering in merchandise.” Neil H. Borden, The Economics of 
Advertising (Homewood, 111.: Irwin, 1942), pp. 605-6. 
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One of these is the possible effect on margins. Manufacturers who sell 
branded products for which a strong demand has been developed may take 
advantage of the good will which inheres in their brands to reduce the margin 
realized by the wholesaler. If the latter, on the other hand, has established 
his own brands he is in a better position to resist such acts, as well as to gain 
the same kind of good will for his own products. 

llie right and wrong involved in a margin reduction is not always evident. 
The manufacturer sometimes claims that, through performing the function 
of demand creation himself, he has taken over one of the greatest expenses 
wdiich the wholesaler s margin is presumed to cover. For performing this func- 
tion, the manufacturer insists that he is entitled to that part of the whole- 
saler s margin vvliich covers this expense. Apparently this is a question of 
fact. If the manufacturer does create the demand, he surely should not pay 
the wholesaler for doing so. Whether he takes advantage of his power in the 
market to exact even more than this cannot be readily ascertained in most 
cases. Although it seems improbable that many manufacturers have created 
a consumer demand strong enough to overcome the wholesaler antagonism 
w hich such n , rice policy would involve, the fact that a few large manu- 
facturers have done so makes the wholesaler suspicious of all similar selling 
efforts. If he thinks the manufacturer is allowing too small a margin, or if he 
fears that the margin w^ill ultimately be cut, it gives rise to as much ill will in 
the relations between them as though it were the actual fact. 

Another argument advanced by the manufacturer when his product must 
be handled on a small margin is based on the contention that it has a more 
rapid turnover than the less well-known brands of the wholesaler or of other 
manufacturers which may show’ a larger margin per unit of sale. Since his 
product is in great demand, he contends that a given in\'estment in stock 
nets a larger volume of sales. This again is a question of fact which will vary 
with individual manufacturers’ products and even with individual whole- 
salers. Some distributors' brands are better known than those of many manu- 
facturers. Even in such cases, the manufacturer may contend that the whole- 
saler has to stock his own products in large amounts because he is the source 
of supply, whereas he can often carry small stocks of the manufacturers 
products and obtain new supplies quickly from the manufacturer's stocks in 
a nearby branch or public warehouse. This again is a situation which wnll 
vary greatly. No adequate facts arc available on which any broad generaliza- 
tion can be based. 

Another threat to the wholesaler is the possibility that, after he has spent 
time and money in building up a demand for a product, the manufacturer 
will decide to sell Jto retailers himself; or, if the wholesaler has an exclusive 
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agency for the product in his territory, he may fear that the manufacturer 
will turn his product over to another wholesaler or open the territory to com- 
peting wholesalers. Since the product is branded, the wholesaler will lose all 
the business he has developed for it if another wholesaler is given exclusive 
rights or if the manufacturer decides to sell it himself; and if his territory is 
opened to competing wholesalers he fears that his volume of business will 
be reduced. On the other hand, he reasons that if his efforts are applied to a 
product bearing his own brand or to improving and selling his service to re- 
tailers, he will develop a permanent trade and good will. Hence, if he is to 
introduce a new product, he may prefer to have it under his own brand. But 
this in turn may create ill will on the part of manufacturers of competing 
products which he is also selling, and perhaps hasten the severance of busi- 
ness relationships with them. Even though the wholesaler has expended 
little or no time and money in demand creation, he still must face the loss of 
business when a branded product is taken from him or its sale is divided 
with other wholesalers. For, although the manufacturer may have taken the 
entire burden of creating the demand, when he takes the product away from 
the wholesaler sales are lost which may prove difficult to replace. 

There are also more positive reasons for the distributor’s desire to sell 
his own private brands. Among these is his desire to sell a large volume 
of certain products for which there is a brisk demand at profitable prices. 
Realizing the advantages of creating demand for his own products, the 
distributor has seen that he may develop a more stable and permanent 
business by promoting brands which only he can sell. Other reasons for the 
introduction of distributors’ brands could be cited, but they do not seem to 
be necessary at this point. It is obvious from the preceding discussion that 
the brand problem is a substantial one and that it has greatly affected manu- 
facturer-middleman relations. 


Problems Related to Other Marketing Functions 

The desire of the manufacturer to have his products sold more effectively 
has been the paramount cause of most changes in the relations of wholesalers 
with manufacturers, but reasons connected with the performance of other 
marketing functions have also influenced these changes and have sometimes 
been their chief cause. The storage and delivery service pcrfoniicd by whole- 
salers is now less essential to manufacturers in general than k has been in 
the past. The development of merchandise warehouses gives many manu- 
turers another means of supplying spot stocks to dealers and large consumers, 
and the development of motor truck transportation as well as improved rail 
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service has made possible more rapid deliveries from the manufacturer’s own 
factory or branch, and from the public warehouse. The development of larger 
retail establishments has increased the possibility of direct carload shipments, 
and the increasing eoncentration of retail trade in large towns and eities 
enables manufaeturers to reach a large volume of trade from given points 
to which they ship in carlots. But the ability of the wholesaler to make rapid 
delivery of small lots of merchandise to retail stores remains an important 
service in the marketing of many manufacturers’ products. 

Another important service performed by most wholesalers is finaneing. 
This takes the several forms previously enumerated: advancing funds to 
manufacturers or assisting them to obtain funds; buying and paying for goods 
to be held in storage until sold; guaranteeing colleetions— if goods are drop- 
shipped; and attending to credits and collections with the retail trade— a 
service that naturally follows from the fact that the wholesaler buys the goods 
he sells. These financial operations of the wholesaler have become less and 
less important to many manufacturers. In the earlier development of the 
factory system, manufacturers were commonly financed by wholesale middle- 
men. But as industry has developed, manufacturers have become stronger 
financially, until today the wholesalers’ assistance in financing production has 
become relatively unimportant and manufacturers are quite generally financ- 
ing their own production needs. 

Today the wholesaler’s purchase of gootls for stock and the service he 
renders in collecting from the retail trade constitute his principal financial 
functions. But these, too, have become less important. For not only are manu- 
facturers better able to finance the holding of stocks and the granting of 
credit to retailers, but problems of credits and collections have been simplified. 
In the first place, retail business is now more highly concentrated as a result 
of the growth of towns and cities and metropolitan areas and the decline of 
small trading centers in country districts. In the second place, general and 
specialized credit rating bureaus now furnish credit data which the manu- 
facturer formerly depended on his middleman connections to supply. And in 
the third place, a much larger share of many manufacturers’ sales are made 
to large retail units. Credits and collections are more economically handled 
when the bulk of one’s business is done with large buyers concentrated in 
metropolitan areas. Such activities have been rendered still more economical 
as a result of a tendency for individual manufacturers to produce and sell wide 
lines. Retail credits and collections for pickles alone, for example, would be 
expensive for a manufacturer to handle, but sales of the Heinz line of food 
produets to a single store, even to a small store, make up a sizable order over 
which this expense is spread. 
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Attempted Solutions of Manufacturer-Wholesaler Problems 

Wholesalers and manufacturers have resorted to many devices to improve 
their individual positions. Some of these have led to closer cooperation in 
manufacturer-wholesaler relations, but others have pointed in the opposite 
direetion. The wholesaler has found that some items, such as electrical ap- 
pliances, ean be sold in such large volume that he can specialize in the sale 
of one manufacturer's line of products, or in the sale of the products of a 
very small number of manufacturers. Although most wholesalers have not 
developed such a high degree of specialization, many have, nevertheless, con- 
siderably reduced the number of lines they carry. In such cases, they gain 
the advantages of specialization and find it possible and necessary to push the 
sale of individual manufacturers* products more intensively in order to obtain 
an adequate volume of business. Some wholesalers have become limited-func- 
tion middlemen, and by reducing the services they render have been able to 
reduce their expenses. Others have developed chain store systems or sponsored 
voluntary chains of independent retailers, in part to strengthen their bar- 
gaining position with inanufaeturers and in part to meet the encroachments 
of chain stores on their business. 

Many wholesalers, as we have seen, brand some of the products they sell 
in order to build up a demand of their own. The use of distributors* brands, 
however, is probably not so widespread as is sometimes assumed. Such brands 
are of greatest signifieance in the sale of food produets.'* 'llicy are used, but 
their use is limited, in dry goo^s, drugs, and hardware.® Thus many middle- 
men are willing, and even anxious, to feature manufaeturers* brands and to 
cooperate with manufacturers in the promotion of them. Actually, the suc- 
cessful development of an important demand for distributors* brands usually 
involves expensive promotional efforts, efforts whieh the average wholesaler 
is either unwilling or financially unable to make. 

The fact that there are wholesalers available who are willing to cooperate 
with manufacturers has led the latter, in a number of instances, to re-examine 

* It is difficult to find out what the situation actually is. The A. C. Nielsen Company 
states that manufacturers' advertised brands have obtained during the fifties, with little 
variation from one year to another, about 75 per cent of the volume in 36 food groups 
checked by that company. See The Battle of the Shelf y report of an address by J. O. Peck- 
ham, A. C. Nielsen Company, 1959. Time magazine has reported, however, that dis- 
tributors' brands — including those of large retailers — ^increased their share of the market 
between 1956 and 1959 in a number of grocery lines. Examples cited arc, instant coffee 
from 12 per cent to 31 per cent of the market, frozen vegetables from 38 to 53, and 
oleomargarine from 58 to 71. See issue of June 15, 1959, p. 88. 

* Edwin H. Lewis, '‘Comeback of the Wholesaler," Harvard Business Review, Novem- 
ber-December 1955, p. 122. 
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their distribution policies. In some cases, this has led to decisions to place 
greater reliance on wholesalers.® Especially is this the case when manu- 
facturers have developed means of cooperating with wholesalers in their 
mutual sales efforts. These may include activities directed toward the sale of 
the products to retailers, to consumers, or to both. Advertising their products 
to retailers and consumers is the most familiar of these activities. But some 
manufacturers send out salesmen to place display material in retail stores or 
even to solicit retail orders to be turned over to the wholesaler to fill. Again, 
cooperation may take the form of help in training wholesale salesmen to 
sell the particular manufacturer’s product. This is done in several ways: (1) 
by sending letters or bulletins to the wholesaler or his salesmen, (2) by lectures 
delivered to the wholesaler’s salesmen occasionally or at regular intervals, and 
(3) by sending the manufacturer s salesmen to call upon customers with the 
wholesaler’s salesmen. Such cooperation is obviously limited in its application. 
In the first place, the wholesaler must be willing to accept it. He must be 
convinced that he will benefit from it. Moreover, the wholesaler’s salesmen 
must be.'vilVng to be trained, and induced to put their training to use in the 
sale of the manufacturer’s particular product or line. 

In view of the large number of products handled by most wholesalers, 
any substantial use of the various devices manufacturers have developed for 
cooperating with them is obNiously impossible. Efforts to use them all would 
not be profitable. If they were used for large numbers of products the ad- 
vantages would be minimized or completely eliminated. Thus many manu- 
facturers do not make the attempt. Moreover, such work is expensive and 
many manufacturers cannot finance it. If he is in a position to finance it, a 
manufacturer may believe that his money can be better spent in taking over 
all of his selling, or even all of his marketing, than in attempting to cooperate 
with wholesalers who may be unable to give what he considers adequate help 
in pushing the sale of his products. 

Tlie final step taken by the manufacturer who does not believe that 
merchant middlemen can or will effectively market his product is to do the 
job himself. In the case of the manufacturer of industrial goods this usually 
means direct sale to the users of his products, although it may mean the em- 
ployment of agent middlemen instead of wholesale merchant middlemen. 
In the case of manufacturers of consumer goods, this commonly means direct 
sale to retailers. A few manufacturers of consumer goods, however, avoid all 

®See, for example, the decision of the Scott Paper Company to sell its industrial 
packaged goods entirely through wholesalers. ‘‘Scott Banks on Its Distributors,” Business 
Week, April 27, 1957, pp. 73 ff. 
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middlemen and sell directly to final consumers. The problems involved in the 
direct marketing of manufactured products are discussed in the next section. 

DIRECT MARKETING OF MANUFACTURED PRODUCTS 

Direct marketing merely means that the producer undertakes to market 
his products without the use of intervening middlemen. That is, he 
“eliminates" or “circumvents” the middlemen. A complete system of direct 
marketing would involve the sale of industrial goods directly to the business, 
governmental, or institutional user and the sale of consumer goods directly to 
the ultimate consumer. Since manufacturen of consumer goods do not usually 
sell directly to the ultimate consumer, the term “direct marketing” is cus- 
tomarily used to include sales by manufacturers to retailers. Any element of 
confusion thereby introduced can be avoided by adding a clarifying phrase 
when necessary— direct to user, direct to ultimate consumer, or direct to 
retailer.^ The emphasis in the present discussion will be on the circumvention 
of the wholesaler. 


Reasons for Marketing Directly 

The basic reasons for direct marketing are (1) the increasing pressure 
of the manufacturer for sales volume, (2) the inadequacy of the services of 
middlemen, and (3) the desire of buyers to purchase directly. 

Pressure for Sales Volume. One of the important reasons for direct 
marketing is the increasing pressure on the sales department which has re- 
sulted from the need to find markets for the products of large-scale manu- 
facturing. The generally keen competition for sales and the necessity of 
developing markets for new products have led manufacturers to place more 
and more emphasis on the use of aggressive selling methods. The importance 
of selling and the dificulties manufacturers frequently face in obtaining a 
satisfactory volume of sales at profitable prices make it necessary for them 
to look critically upon existing marketing anangements. 

We have already seen in the previous chapter that many wholesalers are 
not in a position to give aggressive selling support to the products «f any one 
manufacturer. In view of this fact, it is a rather common belief' of manu- 
facturers that wholesalers do not devote enough time and do npt provide 
adequately skilled selling efforts to obtain the volume of sales required or de- 

^ This is recommended by the Committee on Definitions of the American Marketing 
Association. See Marketing Definitioiu (Chicago: American Marketing Association, 1960), 

pp. 11, 12. 
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sired by the manufacturers. Even those manufacturers who have already 
undertaken a part of the selling operation often feel that their wholesalers 
do not supplement those efforts to their satisfaction. Thus decisions to market 
directly are probably made more often for this reason than for any other: 
that the manufacturer can provide a more aggressive selling eflFort than can 
the middleman and that this will result in a greater volume of sales. 

Inadequacy of Middlemen’s Services. Sometimes the decision to market 
directly is based on the refusal of the middlemen to carry adequate stocks 
and parts or to give satisfactory repair service for electrical and mechanical 
devices. Manufacturers normally expect middlemen to handle their complete 
lines and to carry adequate stocks of all items; but middlemen often prefer 
to stock relatively small qauntitics of some items, and they may refuse to 
handle a part of the line at all. The problem of providing satisfactory repair 
service for household appliances has been a particularly difficult one in recent 
years, resulting in the establishment of service centers by manufacturers and 
less reliance generally on middlemen for the performance of this and other 
marketing activities. 

Sometim-s middlemen refuse or arc unable to furnish acceptable storage 
and delivery services for perishable commodities. This has been an important 
factor, for example, in bringing about the direct marketing of yeast to bakeries 
and retail stores, and has influenced the meat packers to undertake direct mar- 
keting to retailers. Again, the middleman may refuse to follow the price, dis- 
count, and credit policies recommended by the manufacturer.® Finally, the 
manufacturer may feel that the margin or commission that the middleman 
realizes on the sale of his product is not warranted by the ser\dces rendered. In 
a large number of cases, some one consideration looms above all others as the 
determining factor, but the final decision to market directly is frequently based 
on a combination of some or all of the reasons just summarized. 

Buyers’ Desire to Purchase Directly. In the marketing of both consumer 
and industrial goods, an increased scale of operations has enabled many buyers 
to devote more time to buying and to purchase in large enough volume to 
make more direct marketing methods worthwhile. Large retail organizations, 
such as the chain systems, large department stores, and the mail order houses, 
prefer to buy directly from manufacturers and perform the wholesaling func- 

* With the breakdown of many state 'Tair trade laws” in the late fifties, the problem 
of getting wholesale distributors to follow the manufacturers' recommended price and 
discount policies became an important one. Sunbeam Corporation began to experiment 
with a plan which would retain distributors but on an agency basis. By not permitting 
distributors to take title to the merchandise. Sunbeam retained control over wholesale 
selling prices. Schick, on the other hand, began to eliminate its 1,200 distributors in favor 
of direct sale to dealers. See Business Week, December 20, 1958, p. 87, and February 14, 
1959, p. 64. 
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tions themselves. And other retailers, such as the retailers of fashion goods, 
even when operating on a relatively small scale, find it to their advantage to 
establish close connections with their sources. Similar influences, including 
the desire of companies using technical products to work directly with the 
manufacturers who supply their needs, and the tendency of many institutions 
and governmental agencies to purchase directly from manufacturers, have 
resulted in closer manufacturer-user relations in the marketing of industrial 
goods. Many of these organizations insist on purchasing directly. When faced 
with this situation, the manufacturer, regardless of his own desires, must sell 
to such buyers directly or not at all. If they constitute a large proportion of 
his market, he may decide to take over the marketing of his entire output. 


The Justification for Using Middlemen 

There is a rather general failure to realize that goods are not necessarily 
marketed more cheaply when middlemen are not used. To “market directly/' 
to “eliminate" or “circumvent" the middleman, are phrases which to the 
uninitiated connote the elimination of steps and services in marketing which 
will inevitably result in reducing expenses and saving profits that would other- 
wise accrue to the “eliminated" middlemen. 'Hiis false notion arises from the 
common failure to realize that middlemen exist because of the economies 
they effect in marketing, that specialization and division of labor bring econo- 
mies in marketing as well as in production. 

Functions Must Be Performed. It should be made clear at the outset that 
a decision not to use any or all plasses of middlemen that could be used in 
marketing a product does not mean that the marketing functions such middle- 
men perform are no longer necessary. Buying and selling must go on, stocks 
must be stored and transported, and the other functions must be performed 
by someone. On the other hand, experience has proved that direct marketing 
may result in an improvement in the performance of the functions, which in 
turn may result in improved service to buyer or seller or both and may also 
result in a reduetion in expense. From this brief statement, it appears that 
the crux of the direct marketing decision in any given case revolves about the 
question of whether the necessary marketing functions can be most satisfac- 
torily performed by middlemen, who are specialized independently controlled 
agencies, or by integrated organizations in which specialists are not neces- 
sarily eliminated, but in which they operate under the control qf a central 
management. 

Cost Advantages of Middlemen. It is evident that the manufacturer who 
decides to sell directly, or the large retailer who decides to buy directly, will 
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become involved in additional marketing activities and will incur additional 
costs. For illustration, let us take the case of the manufacturer who has been 
selling to wholesalers but who now decides to sell directly to retailers. Whereas 
he formerly found that a few salesmen could sell to wholesalers, he must now 
add to his sales force in order to sell to the much larger number of retailers. 
Whereas he may have been able to supply the wholesalers from a factory ware- 
house, he must now develop a warehousing serviee that will enable him to 
satisfy his new retail customers. This will usually involve the purchase or lease 
of warehouse space at enough points to enable him to deliver small orders on 
short notice just as the wholesaler did. Whereas he could ship in relatively 
large amounts, usually in carloads, when he sold to wholesalers, he must now 
be ready to deliver many more orders to his retail customers, usually in much 
smaller amounts and on much shorter notice. His performance of other func- 
tions, particularly his assumption of retail credits and the additional risks 
resulting from the extension of his marketing activities into the wholesaling 
field, is likewise more extensise. Very often such direct marketing makes it 
necessarj' to set up a rather comjjlicated sales organization, divided and sub- 
divided Oil a tenltorial basis, with branches which scn’C as sales headquarters 
for the salesmen who call on the retailers. 'Flicsc branches may also carry 
stocks, make deliveries, and supervise local credits.® 

I’he fact that the manufacturer must incur additional costs when he 
markets directly does not necessarily mean that these costs will exceed the 
gross margin obtained by the wholesaler. But wholesalers do have a cost ad- 
vantage in many instances. Tlic reason for this is that the wholesaler markets 
many products whereas the manufacturer nonnally distributes only his own 
output. The wholesaler’s cost of sending a salesman to call on a retailer can 
be allocated over many products and docs not bear heavily on any one. The 
corresponding cost of the manufacturer must be absorbed normally by the 
relatively few products produced by him. Warehousing space can ordinarily 
be utilized more efficiently by the wholesaler since the “peak-load” need for 
space can usually be solved by dovetailing seasonal lines. Credits and collec- 
tions can be handled more efficiently since only a single operation is necessary 
in investigation and billing despite the fact that hundreds of products may 
be involved. Thus the wholesaler may have a substantial cost advantage. In 

•The illustration used here is one of forward integration in which a manufacturer 
takes the responsibility for the wholesaling fu.'. tions. As previously mentioned, large 
retailers often assume this responsibility, i.e., engage in backward integration. The same 
general points may be made with respect to the perfonnance of wholesaling functions by 
retailers as by manufacturers, except that retailers are not likely to engage in wholesaling 
activities unless they see definite cost advantages. Manufacturers, however, may be willing 
to incur added costs in order to achieve other advantages. Sec also the discussions on integra- 
tion in Chaps. 2 and 9. 
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fact, most small manufacturers, and many large ones, find the costs of direct 
marketing to be prohibitive. 

Conditions Favoring Direct Marketing 

Direct marketing by manufacturers then is most likely to take place when 
certain conditions exist. These conditions are: (1) suitable middlemen are not 
available to handle the product, (2) the attitudes of competitors and buyers 
are such that direct marketing is required, (3) the manufacturer has adequate 
managerial ability and financial resources to market directly, and (4) the manu- 
facturer is in a position to perform the marketing functions at a reasonable 
cost. 

Availability of Middlemen. One of the more important considerations 
leading to direct marketing is the availability of suitable middlemen and the 
character of service they can be expected to perform in the sale of a manu- 
facturer’s products. It has already been pointed out, for example, that whole- 
salers who market the kind of products a given manufacturer produces may 
refuse to handle his particular product, or may not be able or willing to render 
the quality of service he desires. Very often, however, suitable middlemen are 
not even available, or they are so closely associated with competitors that the 
manufacturer hesitates to have them undertake the marketing of his products 
even though they are willing to do so.'® The first manufacturers of many 
products, such as harvesting machinery, typewriters, adding machines, me- 
chanical refrigerators, radios, automobiles, and airplanes, for example, faced 
a market in which no existing middlemen were handling such products, and 
very often no existing middlemen appeared to be capable of marketing them. 
Such manufacturers faced the alternative of developing suitable middlemen 
or marketing their own products. Some undertook to develop a satisfactory 
group of independent middlemen. Others undertook to market directly to 
users or to retailers. Late comers in these and other fields may also find no 
suitable middlemen available. In some instances this is because the best of the 
existing middlemen are marketing competitors’ products under exclusive ar- 
rangements. If they are not working under exclusive agreements, they may 
nevertheless have such close relationships with particular manufacturers or 
handle so many competing products as to preclude the possibility of their 
selling another product in a satisfactory manner. 

Attitudes of Competitors and Buyers. Two other consideratioiils are often 
of great importance. One is the nature of competition; the other is the atti- 

10 Por a discussion of this point with respect to the marketing of electrical appliances, 
sec ^'Branch Distribution Trend Gains," Business Week, Septeml^r 10, 1960, pp. 65-8. 
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tude of buyers. Competitors may be unimaginative and conservative, or they 
may be imaginative and aggressive. If they are imaginative and aggressive, 
direct marketing by them may call for direct marketing by othen who would 
successfully compete with them. From the buying side, likewise, there may be 
forces that call for direct marketing. We have seen that many important users 
of industrial goods and many important retailers who purchase consumer 
goods for resale desire to purchase directly from manufacturers. If these 
buyers are insistent in their demand for direct purchase, they must be sold 
in that way, and this may lead the manufacturer to sell directly to all pur- 
chasers. 

Managerial Ability and Financial Resources. Even though the manufac- 
turer may desire to market directly, for the reasons given previously, it is not 
always possible for him to do so. There are other conditions which are essen- 
tial to success in direct marketing. Two of these are a high quality of mana- 
gerial ability and adequate financial resources. 

When a firm decides to market directly, it is evident that new administra- 
tive problems must be solved and that marketing knowledge and skill must 
be provided. Risks will be increased and additional funds will be needed. Thus 
any given firm’s decision on the question of direct marketing will be greatly 
influenced by its estimate of the ability of its management and the adequacy 
of its financial resources. Under fundamentally similar conditions of cost, the 
ability of the manufacturer as a merchandiser and his financial resources often 
determine the extent to which he will utilize his own efforts rather than de- 
pend on those of the wholesaler. The personal ability of management is of 
the utmost importance in determining the marketing methods used by in- 
dividual firms, and is a frequent reason for the use of different methods for 
marketing similar products under apparently similar conditions. Where one 
man will boldly launch a direct marketing campaign and succeed, a second 
will launch forth as boldly and fail; while a third, haviiig less imagination and 
initiative or less confidence in his own ability, will not even make the attempt. 
The type of managerial ability that will be of paramount importance is, of 
course, knowledge of and experience in the particular marketing operations 
that must be undertaken. Many firms do not have the type of managerial 
ability required. They may or may not be able to employ it. 

Many firms likewise do not have adequate financial resources to meet 
the added expenditures that will be involved, such as the need to increase 
their advertising, add to their sales force, carry an investment in larger stocks, 
expand warehouse and delivery services, expand their credit facilities, and 
bear the added market risks that result from enlarged marketing operations. 
Some part or all of the investment in facilities and the expense of their opera- 
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tion, which is home by wholesalers when their services are used, must be 
provided by the manufacturer when he markets directly. Hence, even when 
financial resources are available, it must be recognized that total fixed costs 
for facilities and operation will be increased. These cannot be rapidly reduced 
when total sales decline or when sales decline in some part of the market area. 
Branch offices, warehouses, delivery equipment, and excess marketing per- 
sonnel usually must be retained for a considerable period of time after sales 
have fallen off. 

Cost Considerations. Fundamental to all considerations relating to direct 
marketing is cost. The wholesaler’s services are expensive to perform, but they 
must be performed. Unless the manufacturer can improve the method of their 
performance so as to reduce the expense, or increase sales, or make an adequate 
volume of sales at higher prices, there is no point in his undertaking them. 
I’his means that the expense and results of using any particular method of 
marketing must be balanced against the expense and results of alternative 
methods.^^ Thus, in considering whether to market directly, the expense of 
doing so must be balanced against margins which would be allowed to whole- 
salers for achieving the same results. As a rule the decision turns on unit costs 
of marketing. This in turn rests on the volume of sales that can be made for 
a given expenditure. 

Marketing costs per dollar of sales tend to be low when a manufacturer 
sells in large volume to individual buyers. Large orders are common in the 
sale of important fabricating materials, parts, accessories, and supplies. Many 
shoe stores, likewise, handle a single manufacturer’s shoes exclusively or in 
large volume. Men’s clothing stores often sell large volumes of a given manu- 
facturer’s clothing. The same situation prevails in the sale of automobiles, 
trucks, tractors, and farm machinery, and in many lines of household equip- 
ment such as heating equipment, mechanical refrigerators, gas and electric 
ranges, which are sold in large volume to individual retail stores. In all such 
cases the volume of sales made to a single purchaser is large, frequently large 
enough to reduce the cost of selling and other marketing expenses to a per- 
centage of sales that makes it possible for the direct-marketing manufacturer 
to compete successfully with manufacturers using wholesale middlemen. 

A similar relationship of expense to sales prevails when the price of a 
single product or purchase amounts to a large sum, as in the sale of expensive 
machinery. Manufacturers who are able to sell a wide line of products to a 
single buyer are in a similar position. In fact, their wide lines tend to give 

There is, of course, the possibility that the wholesalers are making large profits which 
the manufacturer hopes to realize himself. But the wholesaler's profits are seldom large 
enough to warrant the manufacturer in undertaking to market his own products simply 
to obtain those profits for himself or to pass them on in price reductions to his customers. 
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them the same economies that are realized by the wholesale middleman who 
handles a wide line of products. True, the manufacturer's line is seldom so 
large as that of a wholesaler who is selling to the same class of buyers, but by 
concentrating on the sale of his own products the manufacturer is frequently 
able to make sales in large enough volume to attain a sufficiently low per- 
centage of expense to sales. Familiar examples are the meat packers, National 
Biscuit, and General Foods, although the fact that these particular firms 
usually have a large number of customers in a small area is perhaps of equal 
importance. 

As a final example, we may cite those manufacturers whose sales to in- 
dividual buyers are commonly made in rather small amounts, but who sell 
to many buyers in a compact area. 'Flie salesmen of such manufacturers can 
often make a large volume of sales in a short time, and deliveries and other 
marketing operations can be concentrated so as to reduce the cost per cus- 
tomer. Distributors of milk and related dairy products and such vendors as 
Stanley Home Products, the Fuller Brush Company, and the Jewel Tea 
Company and other retail truck distributors of grocery products even find 
it possiblt to sell and deliver their products directly to consumers. The 
refiners of gasoline and oil, the manufacturers of automobile tires and related 
products, and many other manufacturers can sell directly to retailers for this 
reason. Other firms, including some manufacturers of shoes, clothing, paint, 
tires and accessories, and petroleum products, sell a considerable proportion 
of their output through their own retail stores; and many manufacturers of 
industrial goods, such as typewriters, business machines, and shop machinery 
and equipment, find that the presence of a large number of buyers in a given 
business or industrial area makes it possible to market directly to users at a 
cost low enough to make their direct-marketing operations profitable. 

In brief, direct marketing is economically feasible when a single buyer pur- 
chases large quantities of a single product, a wide line of products, or single 
products of great individual value, or when the existence of a large number 
of buyers in a compact area makes it possible to market a large volume at a 
small cost per dollar of sales. 

On the other hand, when products are sold in very small volume to in- 
dividual buyers, and particularly when such purchases are infrequent or buyers 
are widely separated, the expense of marketing consumer goods directly to 
consumers or to retail stores, or marketing -ndustrial goods directly to users, 
becomes too high to warrant the attempt. Selling costs per dollar of sales in- 
crease, delivery expenses increase, adequate stocks cannot be carried at enough 
points to give the service buyers demand, credits cannot be adequately super- 
vised— middlemen are necessary. 



312 


Principles of Marketing 


Wholesakis* Efforts to Reduce Costs 

In recent years, wholesalers have done much in an effort to maintain their 
position in the marketing structure.** They have cooperated to a greater ex- 
tent with manufacturers in efforts to sell the latters’ products. At the other 
end of the channel, they have worked more and more closely with retailers 
to assist them in maintaining efficient operations and especially in selling 
products to the final consumer. Above all, wholesalers have attempted to in- 
crease the efficiency of their operations and to reduce operating costs.** These 
efforts at cost reduction have been made with three objectives in mind: (1) 
to make it less attractive for the manufacturer to market directly, since cost 
is likely to be a determining factor in his decision, (2) to make independent 
retailers more competitive with chain stores by providing them with merchan- 
dise at as low a cost as possible, and (3) to obtain a competitive advantage in 
relation to other wholesalers. 

These efforts to reduce costs have taken many forms. For example, 
grocery wholesalers have now generally adopted the printed order form which 
arranges the individual items in such a way as to provide for the most efficient 
handling of orders in the warehouse. Duplicate order forms have been elimi- 
nated and the office work necessary in connection with orders and invoices 
has been greatly reduced. In some cases, salesmen have been eliminated and 
services have been curtailed. Many- grocery wholesalers now sell only for cash 
and restrict deliveries of merchandise to retailers to one per week, that one 
being available only on a specified day of the week. 

Warehouse operations of most wholesalers have been greatly improved 
in efficiency also. Multistory operations are gradually being replaced where 
possible with single-story buildings that permit a more rapid and more 
mechanized handling of stock. Substantial advances have been made in the 
design and use of automatic handling equipment.** Electronic machines have 

i*For detailed discussions, see Edwin H. Lewis, op.cit., pp. 115-25, and various trade 
articles such as “The New Look in Wholesaling,” reprinted from Hardware Retailer, 
May 1958. 

Some of the earlier studies made by the U.S. Department of Commerce, usually in 
cooperation with wholesale trade associations, which were instrumental in calling the 
attention of wholesalers to problems of operating efficiency arc as follows: W.'H. Mescrole 
and Charles H. Sevin, Effective Grocery Wholesaling, Economic Scries Nb. 14, 1941; 
W. H. Meserole, A Study of Tobacco Wholesalers’ Operations, Industrial Series No. 62, 
1946; John R. Bromell, Effective Use of Wholesale Drug Warehouses, Industrial Series 
No. 68, 1947; and John R. Bromell, Dry Goods Wholesalers’ Operations, 1949. 

See, for example, R. M. Winslow, "Automation in Food Wholesale- Distribution 
Centers,” and discussion by Raymond H. Scott, in Robert D. Buzzell (ed.), Adaptive 
Behavior in Marketing (Chicago: American Marketing Association, 1957), pp. 41-52; 
also "The Push Button Warehouse,” Fortune, December 1956, pp. 140 ff. 
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even been developed that will fill an order in a few seconds, thus both de- 
creasing costs and improving service.'® 

In general it may be said that wholesalers have begun to study their opera- 
tions seriously, and many advances in operating efficiency may be expected in 
the future. If the wholesaler can at the same time increase his selling efficiency, 
an area in which he has made much less progress, there will be less and less 
reason for the manufacturer to undertake a direct-marketing program. 


QUESTIONS FOR DISCUSSION 

1. It is frequently claimed by manufacturers who sell directly to consumers, 
either house-to-house or through their own retail stores, that they have elim- 
inated the middleman and the middleman's profit and thus are able to sell 
to the consumer at lower prices than those charged by regular retailers. In 
many cases, their prices do appear to the consumer to be below those of com- 
petitors even when differences in quality are taken into account. How much 
validity do you think there is in this claim that prices arc lower because the 
middleman has been eliminated? Assuming that these manufacturers do give 
better -aluwS than many of their competitors, how would you account for this 
fact? 

2. SKF Industries, Inc., a large manufacturer of ball bearings located in Phila- 
delphia, announced in 1960 (see Business Weeky July 23, 1960, pp. 114ff.) 
that it would henceforth provide for its 300 distributors without charge a 
complete management consulting service. Distributors w^ould be able to ob- 
tain assistance regarding any operating or management problem “from insur- 
ance and taxes to recruiting and publicit>%" according to the announcement. 
The assistance would be furnished by the staff members of SKF on the same 
basis that they give assistance to SKF's own departments. 'Thus, under these 
arrangements, press releases and publicity brochures have been prepared for 
distributors, a psychological testing service provided, and many other ty'pes 
of service rendered. Evaluate this effort to achieve cooperative manufacturer- 
distributor relationships. 
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SPECIALIZED TYPES OF 
WHOLESALE MIDDLEMEN 


There are many specialized wholesale middlemen operating in the 
various commodity markets. Although the dollar sales volume of some of 
them is relatively small, it is neccssar}’ that the marketing student be familiar 
with their particular functions and the nature of their operations. This chapter, 
therefore, will be concerned with three types of specialized wholesale middle- 
men: limited-function wholesalers, agent middlemen, and assemblers of farm 
products. 


LIMITED FUNCTION WHOLESALERS 

Limited-function wholesalers arc merchant middlemen who usually per- 
form fewer marketing functions than do regular wholesalers, although in some 
instances they merely perform the functions in a different way. Among these 
special types of middlemen are drop shippers, wagon or truck distributors, 
cash-and-carry wholesalers, retailer-cooperative warehouses, and voluntary 
group wholesalers. The latter two have already been discussed in Chapter 12 
in connection with the treatment of contract chains and need not be con- 
sidered further. The first three will be discussed at this point. 


Drop Shippers 

Drop shippers, also called ‘‘direct-mill shippers’^ and ’‘desk jobbers,” 
operate in both the consumer goods and liie industrial goods markets. They 
secure orders from retailers or industrial users and send them to the manu- 
facturers, who then make the shipments directly to the retailer or user. Al- 
though they take title to, and thus buy and sell, the goods they market, they 
do not carry stocks and so have no warehouse or delivery expense and no in- 
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freight or out-freight charges. Credit is sometimes extended, but they com- 
monly sell to good credit risks who buy in large quantities. They offer, con- 
sequently, a low-cost service which often enables them to charge lower prices 
and sometimes to make more rapid delivery than the regular wholesalers, 
who may make no effort to offer direct shipment service on large orders at the 
low prices which are often warranted. 

Many wholesalers do some business on this basis, but they are not classified 
as drop shippers unless the majority of their sales are made in this way. It 
is a type of operation which is particularly important in the sale of bulky 
products in the marketing of which transportation costs run high. Drop ship- 
pers are especially significant in the marketing of coal and lumber. They are 
also used for farm supplies, machinery and equipment, paper products, and 
petroleum products. Drop shippers were not recorded separately in the census 
reports of 1954 and 1958. In 1948 there were 1,615 drop shippers with sales 
of $2,600,000,000. Operating expenses in 1948 averaged 4.5 per cent of sales.^ 


Wagon Distributors 

The term “wagon distributor” or “truck distributor” is applied to the 
wholesaler who sells goods to retailers directly from his truck. Such whole- 
salers commonly carry a small line of fast-moving merchandise and often sell 
for cash. In 1958 there were 7,351 wagon distributors enumerated by the 
Census with a total sales volume of $l, 536,722,000 (see Table 13-6 on p. 274). 
Most of these distributors were operating in three product lines: groceries and 
confectionery items, beer, and petroleum products. 

Wagon distributors handle only a few related product lines and individual 
orders are small, usually ranging between $10 and $15 in the case of grocery 
distributors. However, as many as 40 or 50 calls can be made in a day. In the 
food field, wagon distributors concentrate on perishable items and specialties, 
including gourmet foods and imported items. They deliver new merchandise 
to the store and sometimes collect unsold products. This keeps the retailer’s 
stocks complete and fresh at all times. Frequent calls make it unnecessary for 
the retailer to carry a large stock of the merchandise purchased in this way. 

Since the wagon distributor concentrates on fast-moving items and be- 
comes familiar with the requirements of his customers, he is likely ’to achieve 
a relatively high rate of stock turnover and thereby to eliminate sqme of the 
risks incurred by regular wholesalers. If he sells for cash, credit expense is 
also eliminated. The wagon distributor, however, is not basically a low-cost 

US. Census of Business: 1954, Vol. Ill, Wholesale Trade (Washington, D.C.: U.S. 
Department of Commerce, Bureau of the Census, 1957), p. 1-11. 
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wholesaler, and it will be noted that the average expense ratio of 14.7 per 
cent in 1958 (see Table 13-6) is above the average for service wholesalers. 
Primarily it is the special service of the wagon distributor that appeals to re- 
tailers. Manufacturers 6nd that the small line carried by the wagon distributor 
enables him to push products as few general wholesalers can. On the other 
hand, because such distributors operate on a small scale, do not operate at all 
in many areas, and are often relatively unknown in the trade, a manufacturer 
incurs some difficulty as well as some risk in using them. 

Rack Jobbers. A special type of wagon distributor that has developed 
mainly since World War II is known as the “rack jobber.” This wholesaler 
furnishes the supermarket, or large food store, with its nonfood items— 
housewares, toilet articles, drug sundries, toys, and similar products. The rack 
jobber assumes the responsibility of keeping the allotted display racks filled 
with this type of merchandise. He makes frequent calls, usually once each 
week, rqjlenishes the stock of merchandise, and collects for products sold 
since the last call. In 1958 there were 1,508 rack jobbers with sales of 
$637,152,000. That rack jobbers offer an extensive service to retailers is indi- 
cated by tire very high expense ratio, 18.3 per cent of sales in 1958. 

The use of the rack jobber permits the food store operator to handle 
many profitable nonfood items without diverting a great deal of management 
time and effort to the merchandising of these products. The rack jobber 
performs the buying and warehousing functions for the retailer and even 
marks the retail prices on the products before delivering them to the store. 
ITiere is evidence that the smaller supermarket operations tend to use the 
services of rack jobbers to a greater extent than do the larger ones.* Many 
chain store systems which once utilized the services of the rack jobber now 
buy their nonfood items from regular sources of supply, thus increasing their 
gross margins. Tlie same is true of contract chains. Thus there is some evi- 
dence that the rack jobber’s services arc especially valuable when nonfood 
products are first introduced into the retail store. After the retailer has gained 
experience with these items, he may decide to take over the operation himself. 
For certain highly specialized products, however, such as housewares, he may 
continue to utilize the rack jobber’s services indefinitely. 

Cash-and-Carry Wholesalers 

Cash-and-carry wholesalers developed during the twenties and thirties pri- 
marily as a means of selling to small independent retailers at relatively low 

* John D. Horn, “Merchandising Non-Food Items Through Supermarkets,”- Journal of 
Marketing, April 1954, p. 382. 
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prices and thus enabling them to compete more successfully with chain stores. 
In 1958 there were 1,860 such wholesalers with a sales volume of $580,667,000. 
Between 1948 and 1954, there was a tendency for cash-and-carry wholesalers 
to decline both in number of establishments and in sales volume,® a trend 
that was very definitely reversed between 1954 and 1958. The decrease during 
the earlier period was especially significant when compared with sales of 
general-line wholesalers, which increased substantially between 1948 and 1954. 
Much of this decline took place in the grocery field where cash-and-carry 
wholesalers had been particularly important. Presumably this change in cash- 
and-carry wholesaling was related to the decline of the small grocery retailer 
previously noted in Chapter 11. The sharp reversal of the trend between 1954 
and 1958 is difficult to explain, since the relative importance of the small 
grocery retailer has continued to decline. According to trade information, 
however, there has been a revival in cash-and-carr}^ wholesaling in the food 
field, in part to sewe certain needs of the larger independents, such as fill-in 
orders, and in part as a renewed effort to serve the small independent. 

Like the regular wholesaler, the cash-and-carry wholesaler buys merchan- 
dise from manufacturers for sale to retailers in small quantities. But he com- 
monly stocks only fast-moving staple lines, extends no credit, and makes no 
free deliveries. He ordinarily employs no outside salesmen and furnishes little 
market information to buyers. Since he carries only fast-moving merchandise 
and does not perform the full wholesaling service, he can quote prices lower 
than those of full-service wholesalers. Many of these firms operate a chain 
of establishments, and others are operated as the cash-and-carry departments 
of regular wholesalers. 

In the fields in which cash-and-carry wholesalers operate most extensively, 
competition on a price basis is exceptionally keen, and hence the reduced 
prices offered are of great importance. It should be pointed out, however, that 
these low prices vary in importance to individual retailers. To take advantage 
of them, a retailer must pay cash and provide his own delivery of the products 
from the warehouse. He may be unable to pay cash, and the time spent in 
going to and from the cash-and-carry warehouse plus the expense of operating 
his own truck may largely offset the savings from the lower price he pays. 


Conclusions 

Limited-function wholesalers have developed in those product lines for 
which their method of operation is especially suitable. It is evident from the 

3 In 1948 there 978 cash-and-carry wholesalers with a total volume of $554,537,000, 
whereas in 1954 there were 922 such wholesalers with sales of $278,574,000. Sec V.S. Census 
of Business: 1954, Vol. Ill, op.cit., pp. 1-4 and 1-11. 
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foregoing discussion that they are of minor importance in the total wholesaling 
picture. Even in the product lines in which they are concentrated, they do 
not generally constitute a major competitive threat to the regular wholesaler,* 
although drop shippers in both coal and lumber appear to be of greater im- 
portance as to number of establishments and sales volume than are the regu- 
lar wholesalers of these products. Nevertheless, the operations of limited- 
function middlemen are worth noting since these types of wholesalers render 
specialized services to manufacturers, retailers, and industrial buyers. 

AGEN^r MIDDLEMEN 

Whereas the merchant middlemen that have been discussed to this point 
are characterized by the fact that they take title to the goods they market, 
agent middlemen arc distinguished by the fact that they do not take title to 
goods. While those classified as agent middlemen by the Census do oc- 
casionally sell for their own account, and thus take title, the proportion of 
their total volume marketed in this way in 1954 was negligible— amounting 
only to 3.1 pci cent. Agent middlemen, especially brokers, may represent 
either the buyer or the seller. In 1954, however, only 7.4 per cent of total 
volume represented transactions on behalf of buyers, lire remaining 89.5 
per cent of the volume of agent middlemen in 1954 involved transactions in 
which the middlemen acted as agents for sellers.* 


Importance of Agent Middlemen 

'Fhe importance of agent middlemen is indicated by the fact that in 1958 
they operated 26,567 business establishments with total volume of 
$46,422,643,000. More than three fourths of these establishments with al- 
most two thirds of the volume were involved in marketing manufactured 
products.* It is not possible to obtain a breakdown between those estab- 
lishments handling industrial goods and those involved in consumer goods. 
However, the data in I'able 16-1 do give an idea of the classes of customers 
to which agent middlemen sell. The data include sales of all agent middle- 
men, not just those concerned with manufactured products. 

It is interesting to note in Table 16-1 that agent middlemen in recent 
years have made a larger proportion of Ihcir sales to industrial users and a 

^ Retailer coopcrative warehouses and voluntary group wholesalers, which have not 
been discussed in this section, constitute an exception to this statement, of course, since 
they are of considerable importance in the grocery field. 

^ U.S. Census of Business: 1954, Vol. Ill, op.cit., p. 26. 

® According to 1958 census data. 
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Table 16-1 

Sales of Agent Middlemen by Class of Customers, 
United States, Selected Years 
(per cent of total sales) 




Sales 


Class of Customer 

1935 

J939 

1948 

1954 

To Retailers 

To Industrial, Commercial, 

21.0 

16.8 

16.1 

13.8 

and Similar Users 

34.9 

35.8 

41.8 

43.7 

To Wholesale Organizations 

39.4 

40.6 

36.5 

37.1 

To Consumers and Farmers 

0,1 

0.7 

0.4 

2.1 

For Export 

4.6 

6.1 

5.2 

3.4 


Source: US. Census of Business; 1954, Vol. Ill, Wholesale Trade (Washington, D.C.: 
U.S. Department of Commerce, Bureau of the Census, 1957), p. 18. 

smaller proportion to retailers. ITiis same trend was noted in Chapter 1 3 (see 
Table 13-4) with respect to merchant wholesalers. The reason for these 
trends is not especially evident, but it may well be that more consumer goods 
have been marketed directly in recent years and that more industrial goods 
have been marketed through middlemen, both agent and merchant. 

Of the various agent middlemen listed in Table 15-6 on page 274, we 
shall be concerned here with five principal types: auction companies, brokers, 
commission merchants, manufacturers’ agents, and selling agents. Table 16-2 
summarizes the pertinent information regarding these five types for 1958. 
It will be noted that commission merchants have the highest total volume 
of sales and auction companies the lowest. However, selling agents exceed 
the other four types in average sales per establishment. Manufacturers’ agents 
obviously operate on a much smaller scale than do the others. The reasons 
for this will be evident at a later point in the chapter when the nature of 
the operations of these various types of agent middlemen are discussed. For 
the present, it should be held in mind, in interpreting the data in Table 16-2, 
that brokers are of considerable importance in the marketing of agricultural 
products and that commission merchants and auction companies operate 
mostly in the agricultural market and only to a minor extent in the manu- 
factured goods market. Selling agents are normally associated primarily with 
manufactured goods, and manufacturers’ agents by definition do not operate 
in the agricultural markets. 
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Number of Establishments, Sales Volume, and Average Volume per 
Establishment for Selected Types of Agent Middlemen, United States, 1958 


Type of Agent 

Middleman 

Number of 
Establishments 

Sales Volume 
[in thousands 
of dollars) 

Average Volume 
per Establishment 
(in thousands 
of dollars) 

Auction Companies 

1,840 

4,552,442 

2,474 

Brokers 

4,359 

9,994,245 

2,293 

Commission Merchants 

6,972 

11,795,915 

1,692 

Manufacturers’ Agents 

9,983 

9,687,647 


Selling Agents 

2,069 

6,m,S77 

3,324 


Source; Adapted from Table 13-6. Average volumes computed by the writers. 


Services of Agent Middlemen 

Agent muMlcmen, as a class, are engaged in negotiations that bring about 
the transfer of the title to goods from sellers to buyers. Since their chief func- 
tion is to assist in the purchase or sale of goods, they usually have a wide 
knowledge of the markets for the particular produets they deal in, a knowledge 
which is often of great value to the principals for whom they act as agents, 
as well as to the buyers or sellers on the other side of the sales transaction. 
ITicy sometimes assist with financing and sometimes own or arrange for the 
use of warehousing facilities. But since they do not take title to goods, they 
do not bear the ordinary risks of marketing, except as these may fall on them 
as a direct or indirect result of any financing or warehousing operations they 
may undertake. Their assistance with finance may take the form of financing 
the principals whose products they sell, of making collections, or of guarantee- 
ing the accounts of the firms to which they sell. By granting credit when 
their principals cannot or will not, they may likewise render financial as- 
sistance to the purchasers who buy through them. 

Although the financing and warehousing operations of agent middlemen 
are sometimes important, these are not usually major considerations with 
those who use their ser\'ices. They are chiefly engaged in the work of buying 
and selling, not for their own account, but in assisting other parties to con- 
summate sales. This is their most important service. Assistance with financing, 
in particular, is growing less and less important, because both sellers and 
buyers are coming to have a stronger financial standing and hence are able 
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more and more to dispense with this service. In fact, as manufacturers and 
merchant middlemen grow in size and resources, they are often able to dis- 
pense with all of the services of agents. 

For his services the agent middleman usually receives a fee. This is com- 
monly a percentage of the dollar value of the exchanges he negotiates, but it 
is sometimes a definite amount per unit of product. Tliesc fees are usually 
paid by the seller, although brokers who represent buyers arc sometimes paid 
by the buyer, and purchasing agents and resident buyers are usually paid by 
their principals/ Some idea of the relationship of these fees to sales can be 
obtained from an examination of the last column of Table 1 3-6 on page 274. 

Agent middlemen who deal in agricultural products may operate in 
either local markets or central markets. However, those operating in local 
markets who buy directly from growers are classified by the Census under 
“assemblers of farm products” rather than under “merchandise agents and 
brokers.” Consequently, the discussion at this point will be confined to those 
agent middlemen who are located in the terminal markets and who represent 
the grower or country shipper in selling products in those markets. I’heir 
primary service arises from their knowledge of the markets and of buyers' 
needs and from the fact that they operate on a large enough scale to conduct 
their operations economically. They are specialists in performing the selling 
function, and they can generally perform it much more economically and 
effectively than can the distant grower or shipper. 

In some instances, manufacturers also find the use of agent middlemen 
to be the best and most economical means of selling their products, 'riierc 
are many large and small companies making single products or narrow lines 
of products that could be sold directly to ultimate purchasers only at an ex- 
cessive cost or that will not stand the expense of a sales force in territories 
in which sales are made in small volume, at a great distance from the factory, 
or in widely scattered markets. Managements of other firms cither lack 
marketing experience or feel that they must devote all their energies to pro- 
duction problems; and some firms are too inadequately financed to undertake 
their own sales efforts. Under all such conditions a competent agent middle- 
man offers the advantages of an established sales force, knowledge of markets, 
and technical knowledge of the lines handled. Moreover, because he often 

^ The distinction between very small agent middlemen who operate as one-man organi- 
zations and some salesmen working on a commission basis is not always cl^ar. This is 
particularly true of small manufacturers' agents. The basic distinction, however, rests in 
the fact that the agent middleman is an independent businessman working for himself 
and operating his own business but selling his principal’s products under such conditions as 
may be determined in his contract with the principal. 71ie salesman, on the Other hand, 
is recognized as an employee, all of whose work is subject to direction by his employer. 
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sells the products of several manufacturers he can frequently market goods at 
less expense than could the individual firms he represents. 

It is evident that, insofar as the same functions are performed, these ad- 
vantages are similar to the advantages of using merchant middlemen. But 
just as there are many manufacturers who cannot sell directly to retailers or 
to industrial users, and hence sell to regular wholesalers, so there are manu- 
facturers who find it impossible or inadvisable to sell to the many wholesale 
merchants who handle products in the lines they produce. In such cases, 
they find it necessary to use agent middlemen to sell their products to whole- 
sale merchants. Agent middlemen offer a further advantage that often causes 
manufacturers to use them in preference to wholesale merchants for selling 
to some classes of customers. Tliis is the superior sales service which agent 
middlemen arc often able to perform. This superior service can be offered 
bcause they handle the products of only a few manufacturers and thus arc 
able to devote a considerable amount of time to the sale of each product 
they carry. Furthermore, since they specialize in a few lines, agent middlemen 
and their salesmen usually develop a high degree of technical competence 
which eiviW.' s them not only to present the advantages of the products they 
sell with great effccti\'eness, but also to give competent technical advice to 
those to whom they sell. 

Agent middlemen also serve buyers, llieir knowledge of sources, prices, 
and supplies, as well as their technical knowledge, particularly in the case 
of those who handle industrial goods, is often of great value. Such informa- 
tion is particularly helpful to small firms that cannot afford the expense of 
close contacts with markets or the hiring of adequate technical assistance. 
Larger firms, as well, often find this service valuable in the purchase of prod- 
ucts not used in large volume and in obtaining products to meet emergencies. 


Major Types of Agent Middlemen 

The operations of the various types of agent middlemen differ in certain 
respects, but there is sufficient similarity that distinctions must be carefully 
made. The situation is further confused by the fact that some agent middle- 
men designated as "‘brokers’’ in a particular trade actually function in a dif- 
ferent capacity. In addition, many agent middlemen in practice engage in 
more than one type of dealing. The following discussion indicates the basic 
distinctions between the broker, the selling agent, the manufacturers’ agent, 
the commission man, and the auction company. 

The Broker. ITi^inain duty of . the broker is to bring buyer and seller to- 
gether. Representing either buyer or seller, although usually the sqlter, his only 
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function is to assist in the consummation of sales and purchases. Brokers, 
usiully specialize in one j^articular j)foduX 5 jL line .and know the markets, the 
producers, and the buyers thoroughly. TTiis enables them tajender valuable 
service to their principals in seeking buyers or sellers and to provide informa- 
tion on market conditions. , 

flIKliave nanow powers of representation. Usually they merely make 
contacts with possible purchasers or sources of supply and can sell or buy 
only after confirmation of the transaction by the principal. Sometimes they 
are given opening prices for purposes of negotiation, but any deviation must be 
referred to the principal. In general, brokers usually deal in larger lots, perform 
fewer functions, and exercise fewer powers than do other types of agent 
middlemen. They seldom have a permanent relationship with their clients, 
each transaction representing a separate deal. Obviously, good service often 
leads to a considerable degree of continuity of relationship, but such con- 
tinuity is seldom of a contractual nature. 

Since the services of brokers are restricted, their expenses tend to be low 
which permits them to charge lower fees. In 1958 selling brokers received 
commissions amounting on the average to 2.4 per cent of sales. The cor- 
responding figure for buying brokers was 1.9 per cent. Brokers are paid a flat 
rate per unit of sale or a commission on the dollar volume of sales. Although 
their fees are low, there may be considerable variation from one trade to 
another. 

Brokers have an important place in the marketing of agricultural prod- 
ucts, usually dealing only in carlot quantities. Large shippers of fresh fruits 
and vegetables frequently sell through brokers, thereby obtaining the services 
of a middleman with wide market contacts in several markets. I’his is of 
particular advantage in disposing of perishable commodities quickly and at 
good prices. Such large organizations as Sunkist Growers, Inc., for example, 
are represented by brokers in markets in which they do not have their own 
sales representatives. Brokers frequently operate in the grain trade between 
terminal elevators and exporters, and exporters may sell through brokers also. 
Sometimes brokers in the agricultural markets perform additional functions: 
collecting for the principal, advancing funds to shippers, providing for storage, 
and representing the principal when goods are damaged in transit apd storage. 
In such cases, it is often difficult to distinguish the broker from a commission 
merchant. 

In manufactured goods, brokers arc of greatest importance iq the food 
field, although many so-called “food brokers” really operate as sellinj^ agents or 
manufocturers' agents. However, canned foods, refined sugar, flourj and food 
specialties are often handled on a regular brokerage basis. Brokers are also 
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used to some extent in other product lines, including textiles and dry goods 
and lumber. Brokers, and other similar agent middlemen, are important in the 
distribution of canned foods because canneries are often small and are usually 
located in the producing areas, whereas the wholesalers and large retailers to 
whom the products are sold are far away in the centers of population. On the 
other hand, brokers are also used by large manufacturers, as in the case of 
refined sugar— a product that is sold generally through brokers, although 
again many of these brokers would be more properly classified in another 
category of agent middlemen. 

The Selling Agent. Selling agents operate under contracts which con- 
tinue over a considerable period of time, such as a season, a year, or longer, 
and which usually provide for the sale of the entire output of the mill or 
factory involved. The authority they exercise in marketing the products sold 
is much greater than that of the broker or the manufacturers’ agent. They 
usually determine prices, terms, and conditions of sale without consulting 
their principals, as the broker usually must, and are much freer to operate ac- 
cording to their own judgment than is the manufacturers’ agent. 'The average 
commission received by all selling agents reporting to the Census in 1958 
amounted to 3.5 per cent of sales. 

Selling agents historically have been of greatest importance in the textile 
industry, but they also operate more or less extensively in a number of other 
fields: coal, metals, lumber, grocery and food products, and even in house 
furnishings. In practice, their operations may be difficult to distinguish from 
those of the broker and manufacturers’ agent, but the functions they perform 
are more extensive. In addition to their performance of the selling function 
for manufacturers, selling agents may assist in financing the manufacturers’ 
operations. Historically this has been the situation especially in the textile 
trade, although most of the financing services of the selling agents have now 
been taken over by factors.* In the textile industry, selling agents have even 
gone so far as to furnish mills with designs and patterns. 

Selling agents are most likely to operate in product lines in which there 
are many small producers. The use of selling agents makes it unnecessary for 
the manufacturer to organize a sales force of his own or to negotiate through 
a large number of brokers in the various consuming centers. If he needs finan- 
cial assistance, the selling agent may prove to be the most satisfactory 
source for securing it. 

The Manufacturers’ Agent. The services performed by the manufacturers’ 
agent are very similar to those performed by the selling agent. 'There are 
important differences, however, in the powers which are exercised. Whereas 

• See the discussion in Chap. 22. 
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the selling agent usually sells the entire output of the line or lines he handles 
for a manufacturer and usually determines prices and terms of sale himself, 
the manufacturers' agent sells a part of the output of each manufacturer he 
represents, in a limited territory, and prices and terms of sale are determined 
by the manufacturer. Like the selling agent, the manufacturers' agent may 
assist the manufacturer with his financing problems and may suggest new 
products or changes in existing products. Selling agents sometimes mar- 
ket competing products for several manufacturers in order to obtain an 
adequate volume to meet the needs of large customers and to reduce selling 
costs, but manufacturers' agents usually confine their efforts to noncompeting 
products in a narrow line, or an assortment of related products, agreeing with 
their principals to sell no competing items. 

Manufacturers' agents are of greatest importance in the marketing of in- 
dustrial machinery, equipment, and supplies, lliey also operate somewhat 
extensively in dry goods and apparel and in the electrical trade. Other im- 
portant industry groups for manufacturers' agents include plumbing and 
heating equipment and supplies, automotive equipment, metals, and furni- 
ture and house furnishings.” It is interesting to note that manufacturers' 
agents, unlike brokers and selling agents, tend to be concentrated to a con- 
siderable extent in ‘'hard goods" lines and that they are more likely to be used 
to assist in the marketing of industrial goods than are the other two types of 
agent middlemen. 

Some manufacturers' agents perform the stocking function whereas others 
do not. In 1954 approximately one fourth of the manufacturers' agents 
enumerated by the Census cafried stocks and performed the warehousing 
function. For most manufacturers' agents, however, the orders obtained were 
shipped directly from the manufacturer to the buyer. Commissions of agents 
not carrying stocks amounted to 5.3 per cent of sales in 1954 compared with 
6.9 per cent for those with stocks. In 1958 the average commission rate for 
all manufacturers' agents was 5.9 per cent, the highest average rate obtained 
by any type of agent middleman. One of the reasons for this probably is the 
relatively small scale of operation of manufacturers' agents, which was noted 
previously in this chapter. 

As was indicated above, sales of machinery and equipment made up the 
largest volume of business carried on by this class of agent middlemen. When 
operating in this field, manufacturers' agents usually sell a number of prod- 
ucts, and may operate locally or over a considerable territory. They have sales 
organizations, occasionally stock goods, but seldom guarantee credits or 

9 Thomas A. Stauclt, The Manufacturers* Agent as a Marketing Institution (Washing- 
ton, D.C.: U.S. Department of Commerce, Bureau of the Census, 1952), pp. 30-3. 
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finance their principals. As with other types of agent middlemen, because 
of their detailed knowledge of markets and their wide acquaintance with 
buyers and because of the fact that their expenses are spread over a number 
of lines, they are frequently able to offer a skilled sales force, and one whieh 
may be able to give valuable technical assistance to buyers, for a charge which 
may be much less than the expense for which these services could be supplied 
by the manufacturers' own marketing organizations. 

The Commission Man. Commission men, or commission '‘merchants" as 
they are called by the Census, are one of the more important types of agent 
middlemen, but most of them operate in the marketing of agricultural prod- 
ucts rather than in manufactured goods. Their methods of operation in the 
latter area fall someplace between those of the broker and the selling agent. 
Their powers are broader than those of the broker or the manufacturers' agent, 
and their relations with their principals are less continuous than those of the 
selling agent. Perhaps the chief distinction between the commission man 
and the selling agent is that the former does not sell the manufacturer's 
entire output. In manufactured goods, commission men are of importanee 
primarily in tiro sale of dry goods. 

In agricultural products, commission men arc important in the sale of 
grain, livestock, and fresh fruits and vegetables. They are called “factors" in 
the cotton trade and merely “buyers" in some other trades. It is sometimes 
difficult to distinguish their operations from those of brokers, but they tend 
to perform more functions and to exercise more authority than do brokers. 
Commission men have complete power to sell the products consigned to 
them without consulting the principal with regard to price and other terms 
of sale, lliey may also take possession of the products they sell, unlike the 
broker, and do whatever is necessary to condition and prepare those products 
for market. They collect the proceeds of the sale for the client, deduct any 
costs that may have been incurred on behalf of the client— such as feed costs, 
freight charges, insurance, or inspection fees—, deduct their commission 
charges, and remit the proceeds to the principal. Like the broker, the com- 
mission man’s i)rimary service to the grower or country shipper lies in his 
knowledge of markets and in his ability to sell the products entrusted to him 
at satisfactory' prices. 

The Auction Company. Auction selling has not generally been associated 
with the organized marketing of manufactured goods. It is estimated, how- 
ever, that since World War II more than 150 used car auctions have been 
established in the United States with an annual sales volume of one billion 
dollars.*® Only automobile dealers can buy and sell at these auctions, which 

10 '‘Where Car Dealers Buy and Sell,” Business Week, March 14, 1959, pp^ t30 ff. 
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provide a convenient means of bringing together dealers with an excessive 
number of used cars and those who need to replenish stocks. Auctions are 
held weekly at various locations throughout the country and are reported 
to be replacing the regular wholesaler of used cars. Generally speaking, auc- 
tion selling is supposed to be most adaptable to the marketing of perishable 
products, since it provides an immediate market and reduces the risk of de- 
terioration. With respect to used cars, the auction market appears to be 
providing a superior method of equalizing demand and supply. Not only 
can sellers and buyers make contact with one another more easily, but the 
prices established at auctions serve as a guide to all dealers in pricing used 
cars and to some extent new cars also. 

A more traditional type of auction selling takes place in the wholesale 
distribution of fresh fruits and vegetables in certain central markets.^ ITie 
auction company furnishes a place and a business mechanism whereby perish- 
able products shipped in large quantities can be sold quickly. The company 
supplies a building to which the goods are taken and in which samples can 
be displayed. A daily catalog is printed listing the goods offered for sale on 
that day, and auctioneers are provided. Sales are made on the basis of sam- 
ples representing each lot of goods.^* After the sales are made, the company 
collects the proceeds, deducts its charges and commission for selling, and 
remits the balance to the owner of the goods or his representative. 

The auctions are usually owned by middlemen, particularly receivers, but 
some are owned by persons outside the trade. They operate in the channel of 
distribution between the wholesale receivers of carlot shipments, or the 
brokers, commission men, or shippers’ representatives who represent large 
shippers, and the wholesalers or retail stores that normally buy in less-than- 
carlot quantities. Goods sold in the auction are usually consigned directly 
to shippers’ representatives, who turn them over to the auction for sale. 

The auction represents the shipper and sells for him, or for the whole- 
sale receivers and commission men who handle his produce in the central 
market. Buyers or their direct representatives attend the auction and bid 
on the goods as they are offered for sale. Jobbers buy the majority of products 
sold. Other important classes of buyers are the wholesale departments of chain 
store systems, buying brokers, truck jobbers, and retailers. Buying brokers 
represent middlemen who do not go to the auctions themselve^ including 

Auctions are also used in the sale of agricultural products in local nnRrkets. Local 
market auctions are discussed in the section on “assemblers of farm products.’* 

These are not legally samples, since the auction company does not giiaihntee the lot 
to be like the sample. But they must be reasonably true samples if confidence is to be held 
and the best results obtained. Buyers are usually accorded the privilege of opening other 
packages than those containing the oflScial samples. 
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some jobbers and chain stores as well as such small volume buyers as inde- 
pendent retail stores, hotels, hucksters, or pushcart vendors. 


Declining Use of Agent Middlemen in Agricultural Marketing 

The movement toward decentralization in the marketing of agricultural 
products, discussed in Chapter 4, has resulted in a decline in the use of com- 
mission men, brokers, and central market auctions. The function of all of 
these agent middlemen is to sell agricultural products in the central market. 
To the extent that central markets are bypassed, there are fewer products to 
be sold by middlemen operating in them. Examples may be found in both 
livestock and grain. The livestock commission company is still the typical 
agency handling livestock in the terminal public markets, but as we have seen 
previously a smaller percentage of livestock is being sold each year through 
these markets. The cash grain commission merchant similarly is the principal 
representative of the country grain elevator in the terminal markets, but the 
trend toward .direct marketing has reduced somewhat the volume of grain 
entering the terminal markets. 

With respect to fresh fruits and vegetables, direct purchase by the chains 
and other large buyers has had a similar effect. TTie use of commission men 
has declined substantially although brokers are still of considerable impor- 
tance, as are auctions in some markets. Nevertheless, there has been a decline 
in the importance of the terminal auction and in the amount of consignment 
selling generally in terminal markets.’® A contributing factor here has been 
the inadequate facilities and resulting congestion found in many of the whole- 
sale terminal markets. This has encouraged buyers and sellers to bypass the 
central market if possible. In those cities, such as Chicago, Cleveland, Buffalo, 
and St. Louis, which have modern well-organized marketing facilities, a 
greater proportion of the products tend to pass through the terminal whole- 
sale markets than is the case in those cities which have congested facilities.'* 

See Alden C. Manchester, Changing Role of the Fruit Auctions, Marketing Research 
Report No. 331 (Washington, D.C.: Agricultural Marketing Service, U.S. Department of 
Agriculture, June 1959). 

See J. Stanford Larson, Wholesale Produce Markets, Marketing Research Report 
No. 91 (Washington, D.C.: Agricultural Marketing Service, U.S. Department of Agricul- 
ture, April 1955), pp. 3, 8. Conditions in Philadelpliia have been vastly improved with the 
opening of the new Food Distribution Center in 1959 to replace the old Dock Street 
market. See ''Behold the Grocers' Supermarket," Business Review, Federal Reserve Bank 
of Philadelphia, June 1960, pp, 3-10. Market facilities in New York are still very congested. 
See Harry G. Clowes, New York City Wholesale Fresh Fruit and Vegetable Markets, 
Marketing Research Report No. 389 (Washington, D.C.: Agricultural Marketing Service, 
U.S. Department of Agriculture, June 1960). ^ 
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ASSEMBLERS OF FARM PRODUCTS 

Assemblers of farm products consist primarily of the merchant middle- 
men operating in the local agricultural markets, although the Census also 
includes in this category those agent middlemen in local markets who deal 
directly with growers.^® Local market middlemen assemble farm products 
from growers and sell them to central market wholesalers, chain store buyers, 
processors, mills, and factories. 

In 1929 there were 30,916 assemblers of farm products whose sales con- 
stituted 6.2 per cent of the total wholesale sales volume of the nation. Since 
that time (see Tables 13-2 and 13-3 on pages 268 and 270), there has been 
an almost constant decline both in number of establishments and in relative 
sales. In 1958 there were only 14,096 establishments doing business as assem- 
blers, and the sales volume of $8,998,640,000 represented a mere 3.1 per cent 
of all wholesale sales. There are probably several reasons for this decline in 
the importance of local market assemblers, but the most important is the 
trend mentioned previously toward more direct buying and selling. This has 
affected local market middlemen as well as the central market middlemen 
handling agricultural products. 

There are many different types of farm products assemblers operating 
under various designations. For convenience in discussion, they may be classi- 
fied as follows: (1) private resident buyers, (2) traveling buyers, (3) order 
buyers, (4) merchant truckers, (5) local auctions, and (6) local cooperative 
associations. 

Private Resident Buyers 

Resident middlemen with an established place of business to which 
growers haul their products are the most important class of local buyers, lliey 
are sometimes independent local dealers and sometimes local representatives 
of outside dealers and manufacturers. 

The country grain elevator is the best known example. 7’hc bulk of all 
the grain which finally reaches the central markets and the processing mills 
of the country is first hauled by growers to local grain elevators.'® There it is 

The present discussion will also refer to some agent middlemen in the local market 
who do not necessarily deal directly with growers and who presumably liave bten classified 
by the Census under ‘‘merchandise agents and brokers.'* 

Approximately 36 per cent of the local elevators are owned and operated by local 
businessmen. Some 26 per cent are owned cooperatively by the farmers themselves and are 
not private resident buyers, of course, as the term is used here. The remaining 38 per cent 
are local units in a ‘'line*' elevator system controlled from a headquarters which is usually 
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weighed and graded as it is received, and cash is usually paid on delivery. The 
price is normally based on the grade of grain delivered, and the grower is 
paid the current price for that grade at the central markets of the area, minus 
freight and elevator charges. In the normal elevator operation, the purchased 
grain is held until judgment or lack of storage space dictates shipment to 
the central market. 

Private resident buyers are also prevalent in most other lines of agricul- 
tural products. Throughout the fruit and vegetable producing regions, growers 
sell to local packer-shippers and warehousemen, who buy and store the prod- 
ucts and often sort and grade them. 1hey also store for the grower and sell 
for him on commission. About 1 5 per cent of livestock sales arc made to local 
buyers who forward their purchases to interior buyers, to loeal packers, and 
to commission men at central livestock markets.^’^ Some of these buyers have 
arrangements under which they sell some or all of the stock they purchase 
to particular meat packers. Wool and cotton, likewise, are often sold to local 
buyers. The bulk of the cotton, for example, is sold to four types of local 
buyers: independent local buyers, cotton gins, cooperative associations, and 
rc])rcscntatives of cotton merchants, llie first two, wdiich are properly classi- 
fied as private resident buyers, arc the most important.^® Even in tobacco, 
which is sold almost entirely through local auctions, growers in certain areas 
may choose to sell to “transfer buyers” rather than directly at the auction. 
Transfer buyers prepare the product for market and resell, utilizing the 
services of the auction, to packer-buyers, w^arehouseinen, and speculators.^® 

located in a central market and owned by a large grain dealer. A few of the “line*' 
elevators are the property of millers. U S. Census of Business: 1954, Vol. Ill, op.cit.y p. 9-19. 

In 1955 farmers in the United Slates sold their livestock as follows: 


'Phrough terminal public markets 

34.2 per cent 

Through local auctions 

25.7 

Direct to packers 

14.7 

To local dealers 

15.1 

To other farmers 

8.2 

Other 

2.1 


Sec Victor B. Phillips and Gerald Engelman, Market Outlets for Livestock Producers, 
Marketing Research Report No. 216 (Washington, D.C.: Agricultural Marketing Service, 
U.S. Department of Agriculture, March 1958), p. 11. 

During the 1947-48 season, cotton growers in the United States sold 56 per cent 
of their output to independent local buyers, 33 per cent to ginner-buyers, 6 per cent 
through cooperatives, and 11 per cent to representatives of cotton merchants. Twelve 
per cent w'as sold through factors or brokers. Marketing of Cotton in Producers' Local 
Markets (Washington, D.C.: Production and Marketing Administration, U.S. Department 
of Agriculture, September 1949), p. 25. 

’”C. I. Mcndiicksoii and F. H. Dahl, Resales at Maryland Tobacco Auctions, Market- 
ing Research Report No. 148 (Washington, D.C.: Agricultural Marketing Service, U.S. 
Department of Agrioulture, December 1956), p. 4. 
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As these local dealers usually pay the grower cash for his products,*® they 
need rather large supplies of capital during the season when shipments are 
heavy. Furthermore, the products are frequently consigned by the dealer to 
central market commission men or sold subject to grading at the central mar- 
ket. Consequently, but for the financial arrangements made with his cus- 
tomers in the central market and with the local banks, the local buyer would 
need to possess a large amount of capital. But it has become common prac- 
tice to draw on the central market dealer for a large percentage of each ship- 
ment, the balance being sent on to the local middleman after the sale is 
complete. This shifts a large part of the burden of financing purchases at 
local markets from the local shipper to middlemen in the central markets. 


Traveling Buyers 

Fruits and vegetables, poultry, eggs, wool, cotton, rice, livestock, and 
grain are sometimes sold to traveling buyers who either travel from farm 
to farm or station themselves at a local shipping point to meet the growers 
as they bring their products to town. Some of these buyers are independent 
dealers; others are the representatives of central market dealers or of manu- 
facturers and processors. Many of them make their appearance during the 
season when products are maturing, and then move on to another section. 
Others are resident middlemen in the local market who carry their buying 
efforts to the farm. 

Traveling buyers representing cotton merchants, export houses, brokers, 
and mills purchase in large volume from resident buyers, but they also pur- 
chase directly from growers at local markets and at the farm. In some areas 
local buyers haul livestock, particularly hogs, to concentration yards and 
buying stations for shipment and sale to packer-buyers. A considerable vol- 
ume of cigar-leaf tobacco is sold to traveling buyers, sometimes in advance 
of the harvest. The greatest use of traveling buyers is probably found, how- 
ever, in fruits and vegetables. Canners often send representatives into the 
producing areas, as do chain stores, central market dealers, and others, to 
contract for supplies directly with the grower or with resident buyers. 

Order Buyers. An order buyer is a specialized type of traveling or resident 
buyer of sufficient importance to warrant special mention. Ofrdcr buyers 
function essentially as shipping point brokers representing cei|tral market 
produce wholesalers, cotton mills, meat packers, grain dealers^ and other 

2® For this reason, the term “cash buyer" is often applied to resident buyers, and some- 
times to traveling buyers, to distinguish them from buyers who merely handle the product 
on a commission basis for the grower's account. Many resident buyers give the grower 
the choice of selling to them outright for cash or of consigning the product to them on a 
commission basis. 
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processors and distributors. They buy a specific kind and grade of product 
on order of the principal. Thus they function generally as agent middlemen. 
Except in the case of potatoes and occasionally certain other fruits and vege- 
tables, they do not buy directly from the grower but purchase from resident 
buyers.*' 

Merchant Truckers. Another specialized type of traveling buyer is the 
merchant trucker, who has attained a considerable degree of importance in 
recent years as a result of the increasing use of motor truck transportation. 
Merchant truckers purchase fruits and vegetables, eggs, and livestock either 
at the farm or at shipping point markets, then transport and sell them directly 
to processors, to wholesale merchants, and to retailers. There is a tendency 
for the merchant trucker to become more important during periods of de- 
pression when regular employment is hard to obtain, but this type of buyer 
is now well established as a permanent factor in the agricultural marketing 
system. 


Local Auctions 

Local auctions at which the fanner's products are sold have existed for 
many years. Loose-leaf tobacco auctions handle over 90 per cent of the 
tobacco produced in the United States, virtually the entire crop except for 
cigar-leaf types.** Livestock auctions have grown tremendously in importance, 
especially during the period between 1930 and 1950, and now handle over 25 
per cent of all livestock sold by farmers.** Figure 16-1 shows the location of 
the more than 2,300 livestock auction markets existing in 1955. Other prod- 
ucts sometimes sold at local auctions include eggs and certain fruits and 
vegetables.*^ Some auctions arc cooperative ventures controlled by the grow- 
ers; others are privately owned. The tobacco and livestock auctions are largely 
private ventures. All auctions, regardless of their sponsorship, act as agent 

Marketing: The Yearbook of Agriculture, 1954 (Washington, D.C.: U.S. Depart- 
ment of Agriculture, 1954), p. 29. 

22 Clarence I. Hendrickson, The Auction Marketing of Flue-Cured Tobacco, Market- 
ing Research Report No. 101 (Washington, D.C.: Agricultural Marketing Service, U.S. 
Department of Agriculture, September 1955), p. 5. 

23 As noted in footnote 17 s\ipra. 1’he importance of local auctions varies considerably 
according to the product and the region. 'Ihcy are relatively more important in the 
marketing of cattle and calves than they are for hogs and sheep. Over half of the livestock 
in the South is sold through auctions compared with .’approximately one sixth in the North 
Central and Western states. Victor B. Phillips and Gerald Engelman, op.cit., pp. 11 and 14. 

2* There appear to be somewhat fewer than 100 local auction markets for fruits and 
vegetables, located mainly along the South Atlantic seaboard. Although a relatively small 
proportion of fruits and vegetables are sold through local auctions, in some areas and for 
some products they are of considerable importance. See Roger F. Burdette, Iinogene Bright, 
and Charles K. Baker,' Farmers' Produce Markets in the United States, Part III; Shipping 
Point Fruit and Vegetable Markets, Marketing Research Report No. 17 (Washington, D.C.: 
U.S. Department of Agriculture, May 1952), pp. 5-14. 
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middlemen, merely providing a mechanism by which buyers and sellers are 
brought together in one place. 

As a rule, auctions are held on certain days of the week and at specified 
hours. Farmers and local buyers truck their products to the auction, where 
they are sold by the auction company to local middlemen and particularly 
to middlemen from outside areas and to manufacturers’ representatives. The 
auction company often collects from the buyer and pays cash to the grower. 

It is difficult to generalize concerning the effectiveness of this method of 
sale. It offers a place at which sales can be made to buyers who are bidding 
competitively, and for buyers it saves time that is otherwise spent in calling 
on farmers or dealing with them individually at a local place of business. 
Moreover, local auctions frequently grade products or exercise a favorable 
influence on grower grading. But sometimes the number of buyers present 
is so small that satisfactory prices fail to develop, buyers are occasionally 
accused of agreeing on prices before selling starts, and, in the case of live- 
stock auctions, facilities for weighing and caring for the livestock and for the 
prevention of the spread of disease arc sometimes inadequate. 

Local Cooperative Associations 

Grower-controlled cooperative shipping associations have become an im- 
portant outlet for the products of many sections of the country. Grain, fruit, 
vegetables, dair)’ products, livestock, tobacco, cotton, wool, and many other 
products arc now sold in large volume through these associations. They are 
a natural development in an industry which tends to operate on a small scale. 
The individual grower operating a family-sized farm is able to cope with the 
problems of production with considcr,ablc success. But effective marketing 
often requires large-scale operations and an entirely different type of skill, 
and it is much more effectively carried on by group action or by independent 
middlemen. 

The actual operations of local cooperative associations commonly parallel 
those of the local middlemen who handle the same products, but the owner- 
ship and some of the objectives are different. Because of these differences 
and because of their importance, cooperatives will be discussed in more detail 
in the following chapter. 
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COOPERATIVE MARKETING OF 
AGRICULTURAL PRODUCTS 


Farmer cooperative marketing associations are of interest because 
they perform an important share of the marketing of many agricultural prod- 
ucts and because their distinctive forms of organization and operation, meth- 
ods of control, point of view and attitude toward organization profits set them 
apart from iiU other business organizations found in the marketing of farm 
products. Agricultural cooperation has also on occasion been the agent of 
efforts by government to aid farmers. 

THE FARM COOPERATIVE MOVEMENT 


Growth and Extent of Agriculbiral Cooperation 

In the 1957-58 marketing season there were over 6,000 marketing co- 
operatives with almost four million farmer memberships handling agricul- 
tural products valued at more than $10 billion. These products included 
practically every type of commodity grown on American farms and ranches. 
The 1957-58 figures for the nine most important commodities and for mis- 
cellaneous associations arc shown in Table 17-1. From this table it will be seen 
that dairy products, with an estimated business of almost $3.5 billion, head 
the list, grain ranks second with over $2.6 billion, while livestock is third 
with more than $1.4 billion, and fruits and vegetables fourth with $1.1 
billion. 

It is interesting that the number of marketing associations, as shown in 
Table 17-2, has shown a steady decline since 1929-30, while membership 
remained stable through 1941-42, gradually increased through 1951-52, and 
since that time has shown little trend, although declining somewdi^t the last 
two or three years. This reflects a tendency both toward growth of individual 
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Table 17-1 

Number, Estimated Membeiship, and Estimated Gross Business 
of Farmer Marketing and Purchasing Cooperatives 
by Specified Commodity Groups, 1957-58® 



Cooperatives 
Listed ^ 

Estimated 
Memberships ® 

Estimated 
Gross Business 

Commodity 

Num* 

her 

Per 

Cent 

Num- 

ber 

Per 

Cent 

Amount 
{in thou- 
sands of 
dollars) 

Per 

Cent 

Beans and Peas 
(dry edible) 

15 

0.3 

7.030 

0.2 

34,698 

0.3 

Cotton and 

Cotton Products 

563 

9.2 

438,375 

11.3 

460,815 

4.4 

Dairy Products 

1,606 

26.3 

728,815 

18.8 

3,490,673 

33.2 

Fruits and Vegetables 

730 

12.0 

126.370 

3.3 

1,169,344 

11.1 

Grain, Soybeans, 

Soybean Meal and Oil 

2,107 

M.5 

987,065 

25.4 

2,621,725 

25.1 

Livestock and 

Livestock Products 

490 

8.0 

880,255 

22.7 

1,433,994 

13.7 

Nuts 

36 

0.6 

56,135 

1.4 

126,088 

1.2 

Poultry Products 

142 

2.3 

108,885 

2.8 

416.348 

40 

Rice 

59 

1.0 

12,530 

0.3 

167,142 

1.6 

Sugar Products 

66 

1.1 

34,430 

0.9 

349,688 

3.3 

Tobacco 

36 

• 0.6 

367,460 

9.5 

145,161 

1.4 

Wool and Mohair 

185 

3.0 

112,335 

2.9 

23,862 

0.2 

Miscellaneous 

_67 

l.l 

18,755 

0.5 

52,391 

0.5 

Total Marketing 

6,102 

•ido.o 

3,878,440 

100.0 

10,491,929 

io’o.o 

Farm Supply 

Farm Service 

3,381 

233 

9,716 


3,543,055 

63,595 

7,485,090 


3,267.146 

246,641 

14,005,716 



® Preliminary. 

^ Includes independent local cooperatives, federations, and centralized cooperatives. 

Includes members (those entitled to vote for directors) but does not include nonvoting 
patrons. There is some duplication in these niembcrsliip figures because many farmers 
belong to more than one cooperative. 

^ Includes some duplication from intercooperative business. 

Source: Anne L. Gessner, Statistics of Farmer Cooperatives, J 9 57-58, General Report 
76 (Washington, D.C.: Farmer Cooperative Service, U.S. Department of Agriculture, 
June 1960), Tables 1, 3, 4, 9, and 10. 

cooperatives and also toward consolidation into larger cooperatives. At the 
same time, until the fifties changes in dollar volume of products marketed 
seem to have largely followed changes in the prices of agricultural commodi- 
ties. It will be seen that sales declined from the twenties to the mid-thirties, 
rose through 1937-38, fell again, rose continuously with wartime and postwar 
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inflation, and reached new highs during the fifties. There is no conclusive 
evidence available to indicate how much of the dollar rise since the twenties 
in goods marketed represents a relative rise (or fall) in the proportion of goods 
handled by farmer cooperatives and how much simply reflects rising prices. 
Simple comparison of the total value of all farm marketings compared with 
the total value of business of farmers' marketing cooperatives during this 

Table 17-2 

Farmer Marketing Associations:" 

Number of Assoeiations, Estimated Membership, 
and Estimated Business, for Specified Periods 1913 to 1957-58 


Estimated 
Business ** 


Period * 

Number of 
Associations 

Estimated 
Membership ® 

(m thousands 
of dollars) 

1913 

2,988 


304,385 

rn ? 

5,149 

591,683 

624,161 

1921 

6,476 

— 

1,198,493 

1925-26 

9,586 

2,453,000 

2,265,000 

1927-28 

10,195 

2,602,000 

2,172,000 

1929-30 

10,546 

2,630,000 

2,310,000 

1930-31 

10,362 

2.608,000 

2,185,000 

1931-32 

10,255 

2,667,000 

1,744,000 

1932-33 

9,352 

2,457,300 

1.199,500 

1933-34 

9,052 

2,464,000 

1,213,000 

1934-35 

8,794 

2,490,000 

1.343,000 

1935-36 

8,388 

2,710,000 

1,586,000 

1936-37 

8,142 

2,414.000 

1,882,600 

1937-38 

8,300 

2,500.000 

2.050,000 

1938-39 

8,100 

2,410,000 

1,765,000 

1939-40 

8,051 

2,300,000 

1,729,000 

1940-41 

7,943 

2.420,000 

1,911,000 

1941-42 

7,824 

2,430,000 

2.360,000 

1942-43 

7,708 

2,580,000 

3.180,000 

1943-44 

7,522 

2,730,000 

4,430.000 

1944-45 

7.400 

2,895,000 

4,835,000 

1945-46 

7,378 

3.150,000 

5.147.000 

1946-47 

7,268 

3.378,000 

6,005,000 

1947-48 

7,159 

3,630,000 

7.195,000 

1948-49 

6,993 

3,973,000 

7.700,000 

1949-50 

6,922 

4.075.000 

7.082,600 

1950-51 

6,507 

4,117,410 

7,982,609 

1951-52 

6,582 

4.228.560 

9.257,072 

1952-53 

6,489 

4.246.580 

9.292,141 

1953-54 

6,445 

4,272.900 

9,195.512 


(Continued ^on next page) 
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Table 17-2 (Continued) 


Period ^ 

Number of 
Associations 

Estimated 
Membership « 

Estimated 
Business ^ 
(in thousands 
of dollars) 

1954-55 

6,316 

4,212,890 

9,340,774 

1955-56 

6,268 

4,222,365 

9,505,945 

1956-57 

6,267 

4,120,515 

10,098,854 

1957-58 

6,102 » 

3,878,440* 

10,491,929* 


^ Includes independent local associations, federations, centralized associations, and sales 
agencies. 

^Data for years prior to 1950-51 are not entirely comparable as the result of revisions 
made in statistical procedures in 1950-51. 

<^Thc membership estimates for the years since about 1935 include members, contract 
members, and shareholders, but do not include patrons not in these categories. Some dupli* 
cation occurs since some farmers belong to more than one association. Membership figures 
are greatly affected each year by the comparative importance of cooperatives in price 
stabilization programs. They are also affected by the number of members reported who 
may not be active patrons in a si^ecific year. 

e Includes the value of commodities sold or purchased for patrons and the service charges 
for associations rendering other essential services either in marketing or purchasing. 

• Preliminary. 

Source: Anne L. Gessner, Statistics of Farmer Cooperatives, J 957-58, op.cit., Tables 
1 and 3 and Appendix Tables 5, 6, and 7. 


period would indicate, however, that there has been a gradual increase in the 
relative share of goods handled by farmer cooperatives. 


Objectives of Farmer Cooperatives 

It is evident that farmer cooperative associations have attained a position 
of considerable importance in the marketing of agricultural products. The 
overriding objective in the expansion of the cooperative movement among 
farmers has been to increase the income of the fanner members as much as 
possible. This has involved efforts by the cooperatives both to obtain higher 
prices for the products sold by their members, and to lower their costs of 
production and marketing. Among the approaches to bringing higher prices 
for their members have been the development of orderly marketing, better 
selling methods, improved quality and better grading, the elimination of trade 
abuses, increased bargaining powers, and price fixing. Among th^ methods 
used in attempting to lower costs have been improved marketing methods, 
and lowered costs of production on the farm. 
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Characteristics of Fanner Cooperatives 

Farmer cooperatives differ in purpose from the ordinary corporate enter- 
prise in that their objective is to help maximize the income of their members 
as patrons of the association, rather than to maximize the income of the firm 
as such. To assist in achieving this objective their organizational structure 
is distinguished from that of the regular corporation in several important 
characteristics. Thus most cooperatives limit voting strength to one vote per 
member, regardless of how many .shares of stock any individual member may 
own.^ Dividends on stock are limited to a fixed amount per share regardless 
of how large the profits of the association may be. Earnings above the limited 
rate on stock arc then customarily divided among the members or patrons * 
in proportion to the amount of business done with the cooperative, not on 
the basis of the amount of stock owned or capital invested as is the case 
with the ordinary corporation. 

These organizational features are clearly designed to assure that the con- 
trol of the association and the benefits from its operation will not pass into 
the hands of a few large stockholders who iniglit be interested in obtaining 
the highest profit from their investment rather than in maximizing the in- 
come of the patrons, llic policies of one vote per member, limitation on the 
dividends on stock, and the distribution of earnings according to patronage, 
arc all intended to keep control in the hands of the patrons and see to 
it that any benefits from the cooperative accrue to them as patrons, not as 
owners. 

In most other respects cooperatives are similar in organization to standard 
corporations. An important difference, however, often exists in the methods 
used to finance the cooperative. Cooperatives may, and commonly do, use 
many of the same financial instruments for obtaining capital which are used 
by ordinary corporations including the issuance of common stock, preferred 
stock, and various types of debt instruments. However, because net margins 
remaining after payment of expenses and any dividends at the fixed rate 
on stock are distributed to patrons, cooperatives often find it difficult to raise 
capital by the sale of common stock. Therefore, they have developed what 
is called the revolving fund or revolving capital plan. Under this plan co- 

^ A substantial proportion of cooperatives arc nonstock corporations in which snember- 
ship is obtained by the purchase of a membership certificate. 

* Many cooperatives place limitations on the distribution of patronage dividends to non- 
member patrons. 
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operatives obtain their capital in large part from their own patrons by with- 
holding from them a part of the funds due them each year and instead issuing 
to them some form of debt or equity instrument evidencing the amount 
retained. Then as the association obtains as much capital as it wishes by re- 
peating this procedure each year, it becomes possible to retire the oldest 
withholdings out of funds currently withheld from patrons. TTiiis after the 
capital begins to “revolve,” new evidences of the retention of funds will be 
issued for the current withholdings, while the oldest paper outstanding is 
retired.® 


Types of Marketing Cooperatives 

As cooperatives have developed they have spread to different parts of the 
country, and associations have been organized to sell an increasing number 
of products. A variety of conditions has called forth organizations in a variety 
of forms. These include local, federated, and centralized associations. Most 
of these associations are organized to perform a large part or all of the mar- 
keting services for their members, although some associations perform only 
a single function. 

L40cal Associations. Local cooperative associations are composed of pro- 
ducers in a single community. These associations, constituting over 90 per 
cent of all farmer cooperatives, are voluntary organizations in which member- 
ship is obtained by buying a share of stock, paying a membership fee, or 
signing a marketing contract. They are frequently, although not always, 
limited to those who produce a 'particular commodity, and their activities 
are largely confined to local shipping points. The local elevator company 
with 50 to 100 members, the fanners' potato warehouse, the fruit packing 
house, the cheese factory with a dozen or two dozen members, and the 
creamery with its 100 to 300 members are illustrations of local associations. 

Independent local cooperatives ordinarily have no close connection with 
each other. The services performed by a particular association depend upon 
the kind of commodity it handles, but they usually include assembling the 
product, grading and packing if necessary, providing for transportation, mak- 
ing market contacts, selling the products, and collecting and distributing the 
proceeds. Some of them, particularly in the dairy industry, are primarily en- 
gaged in processing the raw products or in bargaining with city distributors. 
The organizations are of varying complexity, and their permanence likewise 

» Sec Helim H. Hulbert, Nelda Griffin, and Kelsey B. Gardner, Revolving Fund Method 
of Finajicing Farmer Cooperatives, General Report 41 (Washington, D.C.: Farmer Co- 
operative Service, U.S. Department of Agriculture, March 1958). 
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varies. ITiey may be organized simply for a season or they may be incor- 
porated, own property, and carry on extensive sales efforts. 

I’hese local associations perform many valuable services. But there are 
some things which a local independent association cannot do, and some 
things which it cannot do well. It is practically impossible for a local to give 
its members a complete marketing service, including expert management, de- 
sirable contacts with the wholesale markets, complete market information, ade- 
quate warehousing facilities, and financing services. Its bargaining power is 
frequently too weak to cope effectively with the large private organizations 
with which it must deal. And it is ordinarily unable to establish and main- 
tain proper grades and standards. 'Fhere has been a trend over time, conse- 
quently, toward the organization of federated associations large enough to 
overcome the weak elements of the individual local association, as well as 
to undertake services it cannot perform. 

Federated Associations. The federated type of cooperative is ordinarily 
formed by the voluntary association of a number of established locals, and 
it has only such powers as are delegated to it by the locals. The individual 
farmer members of the local associations usually have no direct connection 
or legal relationship with the central organization. Contracts are made be- 
tween producers and locals, and between the locals and the federation. ITie 
locals ordinarily own and control their own physical facilities. Local activities, 
including the enforcement of contracts with members, assembling products, 
grading and packing, are commonly carried on independently by each local, 
lliose scr\'iccs which the locals agree can be more effectively carried on for 
the group as a whole arc turned over to the central organization. These may 
include selling the products, pricing, financing, collection of proceeds, estab- 
lishing grades, joint purchasing of supplies, the handling of transportation 
claims, controlling the flow of products to markets, the utilization of by- 
products, carrying on research, keeping the locals informed of market con- 
ditions, and advertising. 

The proportion of these services performed by the federation varies greatly 
among associations. An excellent example of a federated cooperative which 
performs a wide range of functions for the member cooperatives is Sunsweet 
Growers, Inc., formerly California Prune and Apricot Growers Association.* 
In recent years this association has marketed here and abroad over 40 per 
cent of the dried prunes, one third of the dried apricots, and 30 per cent of 

♦This description is based largely upon Harry C. Hensley, Marketing Policies of the 
California Prune and Apricot Growers Association, Circular C l 32 (Washington, D.C.: 
Farm Credit Administration, U.S. Department of Agriculture, February 1948), brought up 
to date with information supplied by T. J. Miller, Secretary of Sunsweet, in a*^letter dated 
August 8, 1960. 
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the dried peaches produced in the United States. The association is com- 
posed of 25 local associations with some 5,000 grower members who own 
and control the federation through their local cooperatives. Tlie association 
uses a revolving fund plan of financing under which each individual member 
annually contributes capital in proportion to the business done with the 
cooperative. After sufficient capital has been accumulated, each year the 
member’s capital investment made in an earlier year is returned on approxi- 
mately a seven-year revolving schedule. 

This federation provides a wide assortment of services for member asso- 
ciations and their members including the preparation and distribution of 
crop estimates, recording of new plantings and abandoned acreages, provision 
of horticultural and orchard management specialists, provision of market 
and price information, harvest loans, and fire insurance. In particular, how- 
ever, its success has been due in large measure to three things: the develop- 
ment of an effective processing and marketing organization, the stimulation 
of demand through improvements in packaging and the use of trade and 
consumer advertising, and the application of research which has led to higher 
quality and to o\'er-all improvement in marketing and distribution. 

Sunsw^eet Growers, Inc., has established uniform standards for its products 
and sees to it that uniform receiving, grading, classification, and inspection 
policies are carried out in all plants. All of the fruit of a given variety, size, 
and quality grade handled by the federation is pooled to spread risks and 
reduce marketing costs.® Packaging is done either in bulk fibcr'^cascs or in 
various consumer packages. Improved packaging to assure the delivery of 
a high quality product and processing improvements have been the two main 
phases of an aggressive research policy. The association uses brokcr-wliolcsaler- 
retailer channels and closely coordinates its sales and advertising polieics. 
Particularly important and successful has been its advertising policy which 
has been designed to win increasing consumer preference for its brand, Sun- 
sweet. These expenditures have averaged about 5 per cent of sales and run 
to several hundred thousand dollars a year. 

Some federated associations perform even more services of various kinds, 
for example, Siinkist Growers, Inc., which, together with the local associa- 
tions in the Sunkist system, reaches into many phases of citrus frqit produc- 
tion, preparation of fruit for market, marketing, developing and improving 
by-products, nutrition, and membership relations.® Other associaiaons cover 

* Pooling occurs when the output of a number of producers is joined Jogethcr for 
marketing with payment on the basis of the average price received. Pooling is described 
later in this chapter. 

®Ad interesting description of Sunkist is in Irwin W. Rust and Kelsey B. Gardner, 
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a considerably wider variety of products. For example the Land O'Lakes 
Creameries, Inc., operating in the North Central states has expanded from 
the production of creamery butter to a full line of dairy products including 
cheese, cream, powdered milk, buttermilk, eggs, and poultry products. On 
the other hand, some federations have concentrated their efforts largely on 
one product and on one phase of its marketing. For example the Union Equity 
Co-operative Exchange, operating in Oklahoma and Texas, has confined 
itself mainly to acting as a cooperative grain sales agency through which the 
farmers belonging to its 85 member cooperative elevator associations can 
market their grain. At Enid, Oklahoma, it has the largest elevator capacity 
in the world owned and operated by one company at one location. The asso- 
ciation has a membership on the Chicago Board of Trade which it uses for 
its own account. As its main activity it actually buys and sells the grain of 
its patrons. It also operates a complete milling and baking laboratory for 
determining the milling and baking qualities of wheats so as to be in a 
position to meet the demands of the flour mills. Other well-known federated 
cooperatives arc the Diamond Walnut Growers, Inc., and the Ocean Spray 
Cranberries, Inc. 

Centralized Associations. Tlie centralized cooperative marketing asso- 
ciation, unlike the federated type, is built from the top dowm, that is, control 
rests in the central association. The individual producers are members of 
the central organization, and make their contracts directly with it. All the 
marketing functions, including those perfonned in local markets, are con- 
trolled from the top. Often there arc no local units in a centralized association. 
More frequently informal groups arc established in localities largely for the 
purpose of strengthening and maintaining a spirit of loyalty to the central 
association. They derive such powers as they have from the central organiza- 
tion and usually have at the most an advisory relationship with the central. 

Centralized cooperatives arc a later form of organization than federated 
cooperatives. Many of them were formed from 1920 to 1925 with the purpose 
of gaining power to fix prices through control over the supply. These efforts 
did not, however, meet with any success for more than short periods of time, 
and price fixing as a prime objective has been succeeded by the more sound 
attempt to control the marketing of a sufficient volume of production to pro- 
vide proper marketing facilities and to assure an effective marketing program. 

Centralized cooperatives have proved to be a form of organization well 
suited to the producers of such products as eggs and poultry, apples, and 

Sunkist Growers, Iiic. — California Adventure in Agricultural Cooperation, PCS Circular 
27 (Washington, D.C.; Farmer Cooperative Service, U.S. Department of Agriculture, 1960). 
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cotton. Western Fanners Association operating in Washington, Oregon, and 
Idaho with 41 branches and through 1 3 distributors is a good example of this 
form of cooperative. The individual farmer’s membership is directly in the 
central organization. To keep the marketing membership in close touch with 
the organization, the members are grouped into “producer councils” for the 
various types of products marketed. These are informal unincorporated or- 
ganizations meeting two to four times a year to discuss marketing and pro- 
duction problems. They provide two-way communication since the councils 
may make recommendations to the Association, while at the same time the 
central management may meet and discuss the affairs of the Association with 
the local members. The .^sociation owns its own processing plants for eggs, 
poultry, turkeys, field seeds, and dry edible beans, as well as its own feed 
mills and branch service stores. 

Much emphasis is placed on strict quality standards of production by its 
member producers, and the Association likewise exercises every possible means 
of conserving the quality of the products in its processing and marketing. 
This means better acceptance of the products by consumers and hence better 
returns to producers. Products are marketed on a pool basis by grade of qual- 
ity, the length of the pools varying by products. For example, pools on eggs 
are settled each week as production by each member is fairly unifonn from 
week to week and eggs are all sold currently with no storage. Fryers arc 
marketed in quarter-year pools as producers generally market one flock of 
birds each quarter. Any net margins at the close of the year, after provision 
for reserves, are returned to prodiwers on a patronage basis. The Association 
has been very successful in developing preferred markets for its products. 

Prior to World War II a substantial portion of its products were marketed 
on the Eastern seaboard. Since that time population increases in the Pacific 
Northwest and Alaska have absorbed all its production of eggs, fryers, and 
most turkeys. Canned poultry and turkey, as well as seed and dry edible beans 
are still sold in other areas of the United States and in off-shore points. The 
Association has been very successful and is now one of the largest farmer 
cooperatives in the United States in volume of products marketed and pur- 
chased for its members. 

Apple growers have also found the centralized cooperative a convenient 
form of organization. Typical of these is the Blue Ribbon Grower, Inc., of 
Yakima, Washington. The association operates its own packing apd storage 
facilities and does its own selling on central markets, emphasiziRg in par- 
ticular its own Blue Ribbon brand of top-grade fruit. All apples, as well as 
other fraits handled, are pooled according to size, grade, and variety, with 
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payment to members being made gradually through the season as sales are 
made. 

The centralized cooperative is also the typical form for large-scale cotton 
marketing cooperatives in the South. Most of these were formed in the years 
after 1920 with the expectation that by gaining control over a sufficient per- 
centage of the crop, they would dictate cotton prices. These expectations 
were disappointed in the midst of many failures and reorganizations. Experi- 
ence indicated, however, that these large associations could perform many 
valuable services, such as grading, warehousing, assembling, insuring, financing, 
hedging, selling, and shipping. I’hus the emphasis has shifted to the problem 
of extending and improving marketing services to members at minimum cost. 
Some of these associations cover a state or part of a state as does the Staple 
Cotton Cooperative Association in Mississippi, while others operate in sev- 
eral states as does the Cotton Producers Association operating in Georgia, 
Alabama, and South Carolina. 

Cooperative Associations Providing Limited Service. Tlie collective bar- 
gaining association and the cooperative terminal sales agency are well-known 
forms ot cooperative sales organizations which perform only a single service 
for their members. The bargaining type of association has developed in the 
sale of certain products, such as fluid milk and sugar beets, which producers 
deliver directly to distributors or manufacturers and in the sale of which the 
bargaining power of the individual producer is quite ineffective. I'he pure 
bargaining association acts as a sales agent for its members and negotiates 
with the buyers as to prices and terms of sale. The producers, in turn, sign 
contracts with the association and agree to sell all of their product to buyers 
and dealers in accordance with instructions from the association and at prices 
agreed upon between the officers of the association and the buyers. 

Cooperative sales agencies operating on the terminal markets are essen- 
tially commission agencies selling livestock consigned to them as advantage- 
ously as possible and remitting returns to the shipper. A number of other 
services, such as order buying, fccdlot and pasture appraisals, financing, and 
market information, are provided the livestock producers in addition to sales. 
In recent years a number of cooperative livestock sales agencies have de- 
centralized operations and are now operating auctions, and private treaty 
markets, as well as terminal facilities. 

Cooperative livestock marketing agencies cannot be strictly classified as 
federated or centralized agencies, as most of them have some characteristics 
of both. Cooperative livestock commission companies are the most impor- 
tant of the sales agencies, but grains, fruits and vegetables, and eggs are also 
marketed in this way. 
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BUSINESS METHODS OF CXX)PERATIVES 

Methods of Handling Fanners’ Products 

Three major types of business relationship exist between cooperative as- 
sociations and their patrons. These are purchase and sale, agency, and pooling. 

Purchase and Sale. In this type, the cooperative buys the goods outright 
from the members. Under this plan the grower usually receives the market 
price for his product, and the association bears the risk of carrying the prod- 
uct and of price fluctuations after it is purchased from the grower. If there 
are any margins remaining after the payment of authorized expenses and 
any limited dividends on stock, they are returned to the members on a 
patronage basis. Most local cooperative grain elevators operate on this basis, 
and it is also used by a large proportion of loeal cooperatives handling cotton 
and potatoes. 

Agency. In the second type of business relationship, the association sells 
the product for the member as his agent, paying him the returns from his 
products after they have been sold and collections have been made. This 
method is widely used in the sale of livestock. Some grain, a considerable 
volume of cotton, and varying amounts of many other produets are also sold 
in this way. 

Pooling. The third type of cooperative handling of farmers' products is 
pooling, a device which has developed out of cooperative selling, and whieh 
is widely used. As defined by Bakkcn and Schaars, pooling “means the com- 
mingling of products of many producers and, after dedueting average ex- 
penses, paying the average price received for the same, usually on a basis of 
established grades.” ' The actual products delivered by the members may be 
physically mingled, or their individual identity may be retained. When de- 
liveries of individual growers are made in small lots it is usually desirable to 
handle the products of several or all members in a single lot, or in lots of 
a single grade, in order to gain the economics which result from grading, 
packing, storing, selling, and delivery in large lots. Grain sold to country 
elevators is usually pooled in this sense, even when the grower i$ paid cash 
on delivery, and receipts from the sale of cream and milk are .commonly 

r Henry H. Bakken and Marvin A. Schaars, The Economics of Cooperative Marketing 
(New York; McGraw-Hill, 1937), p. 442. See also Clyde B. Markeson, Pooling and Other 
Grower Payment Methods, General Report 67 (Washington, D.C.: Farmer Cooperative 
Service, U.S. Department of Agriculture, December 1959), pp. 4-6. 
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pooled. When deliveries are made in larger lots and particularly when there 
may be advantages to some growers in having their products sold separately, 
as with cotton, or fruits and vegetables packed and sold in containers, the 
identity of the products of individual growers may be retained during the 
whole marketing process. 

If products are not graded each grower is paid the average price realized 
by the association, less expenses. If they are graded as received, but are sold 
in a single pool, each grower is paid on the basis of the quality of the product 
he delivered. If each grade is sold in a separate pool, he receives a pro rata 
share of the net receipts for his grade. If the identity of his product is main- 
tained, the grower receives the net receipts after deducting the expenses di- 
rectly involved in selling his product plus his share of the general pool expenses 
which cannot be easily allocated to individual producers. 

Pooling has developed particularly because it provides a means of spread- 
ing risk and equalizing sales returns to producers for equal grades. Farmers 
also believe it enables the association to gain for its members the economies 
of shipping, grading, and storing in large volume; to divide the members' 
products into giadcd lots which arc large enough to wanant efforts to sell 
each grade for the price its quality warrants; and to avoid the trouble and 
expense of marketing each member’s products separately. Pooling also facili- 
tates attempts to market products in different markets and at different times, 
in order to “feed” the markets and thus avoid local gluts and shortages, and 
to avoid “dumping” a large volume at one time. 


Sales Policies 

Probably the most difficult problem that confronts any cooperative mar- 
keting organization is the development of an effective sales policy which will 
result in obtaining the highest possible price for the products it has for sale. 
In attempting to organize and develop a cooperative sales association, many 
producers have learned that the process of selling is much more involved 
than it has appeared to be when performed by the independent buyer, of 
whose operations and problems they had little knowledge. 

Cooperatives normally sell to or through wholesale receivers, brokers, 
commission men, and auctions in the central markets or directly to large 
buyers, such as manufacturers, retail organizations, and public institutions. 
The large-scale cooperatives are of course in a better position than are local 
associations to bargain with the central market outlets and to sell directly 
to large buyers. 
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Membership Contracts 

Often some definite and enforceable understanding about the relations 
of a member to his association, and particularly those relating to the handling 
of his products, has been found to be necessary to the success of cooperative 
associations, and membership contracts of various kinds have been used. The 
advantages of such contracts may be briefly summarized. TTlie members have 
a clear understanding of what they may expect from their association, and 
each member is assured that he will receive the same treatment as his fellow 
members. The association is assured of the support and patronage of its 
members, usually for a definite period of time. I’his is necessary because the 
very existence of an association depends upon a continuous volume of busi- 
ness, and because it enables the management to plan future operations and 
to undertake financial obligations and commitments. 

The marketing contracts commonly used today have developed from the 
practice of early associations which attempted to compel their members 
either to deliver their products to the association or to pay damages in the 
form of a ‘‘maintenance*' or “penalty" fee.“ Such fees proved difficult to col- 
lect and often antagonized the producers, and they have now quite generally 
been superseded by membership contracts. These, too, have tended to be- 
come more liberal as the cooperatives have gained experience, and more de- 
pendence is now placed on satisfactory' service to hold the loyalty and retain 
the continued business of members, than on the legal power of ironclad con- 
tracts.® 

RESULTS OF EFFORTS TO OBTAIN COOPERATIVE OBJECTIVES 


Higher Prices 

The objectives of cooperatives were divided above into those designed 
to increase the price paid to the members and those intended to lower the 
cost of marketing and production, all with the purpose of giving the farmer 
a higher net return on his product. The degree of success attained by co- 

®The ‘‘maintenance fee” is discussed in Edwin G. Nouise, The Le^l Status of 
American Cooperation (New York: Macmillan, 1927), pp. 173-83. 

® Legal remedies for breach of contract arc, however, available to coopemtive associa- 
tions. For a discussion of these and other legal aspects of the marketing conttact see L. S. 
Hulbert and Raymond J. Mischlcr, Legal Phases of Farmer CooperativeSt PCS Bull. 10 
(Washington, D.C.: Farmer Cooperative Service, U.S. Department of Agriculture, January 
1958), pp. 89-119. 
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operatives among farmers clearly depends upon the degree to which these 
various objectives have been attained. In spite of keen competition with in- 
dependent marketing agencies, and sometimes even in the face of their in- 
dividual and organized opposition, the cooperative efforts of farmers have 
had a wide measure of success and have resulted in real and tangible benefits. 
Some indication of the measure of this success can be seen by a brief con- 
sideration of the degree of success or failure in achieving the various objectives. 

The Development of Orderly Marketing. Efforts to stabilize and enhance 
the prices obtained by members through orderly marketing are important 
activities of many cooperatives. In order to attain this objective, associations 
sometimes attempt to influence production so that it will accord more 
nearly with the demands of the market. Attempts are also made to control 
the marketing of the crop so that commodities will go to the best markets 
at the most favorable times. A third activity is the attempt to control the 
seasonal flow of a product to all markets. In the degree to which such efforts 
are successful will gluts and shortages tend to be eliminated, whether they 
be seasonal or temporary. 

The largei the proportion of a given crop which a cooperative controls 
the more successful it is likely to be in the development of orderly marketing. 
In most cases, of course, cooperatives control only a small percentage of the 
total volume of a commodity offered for sale. Nevertheless, they have fre- 
quently been successful in their efforts to make advantageous market con- 
tacts, and by intelligent study of market conditions they have endeavored 
with some success to market their products at the best time of year and to 
sell in the best markets at a particular time. To do this successfully involves 
judgment, and larger associations arc more likely to have executives who are 
experienced in marketing and able to use good judgment than are individual 
producers, or local associations, or even many local independent middlemen. 

To sell in the best market at a particular time is especially important with 
perishable commodities. The large fruit and vegetable organizations, for 
example, by keeping in touch with various markets and sending their prod- 
ucts where the demand is greatest and the price highest at a particular time, 
have been able both to effect considerable savings for their members and to 
broaden their markets.^® 

Better Selling Methods. Those associations which sell a nonstaple prod- 
uct such as fruits and vegetables consumed directly by the final consumer 
have been particularly active in improving the sales promotional methods 
for their product. By means of advertising, the use of brand names, and other 

For an cxainpic see R. D. Touslcy, “Marketing Washington Apples/* Jn Nathanael 
H. Engle (ed.), Marketing in the West (New York: Ronald, 1946), pp. 124^33. 
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selling devices they have tried to increase the total demand for the products 
they sell. Thus Sunkist oranges, Land OTakes dairy products, Ocean Spray 
cranberries, Welch's grape juice, Sioux Bee hone}% and Diamond walnuts 
have become nationally known trade names and have achieved a strong 
consumer acceptance. Not many private middlemen selling such products 
could afford such large promotional efforts as are made by these cooperatives. 
Since these efforts increase the selling expense of the cooperative over that 
of other private competitors, their justification must be determined by tlic 
sales results. These are difficult to measure, but it seems clear that in many 
such cases cooperative promotional efforts have been successful in increasing 
the total sales of the farmers' product. 

Improved Quality and Better Grading. Closely related to the efforts to 
improve selling methods has been the cooperative emphasis on improved 
quality and better grading. The local buyer of farm products often pays a 
flat price regardless of quality, or grades products roughly, thereby o\'crpaying 
producers of low-quality goods and underpaying the producers of superior 
products. Farmer cooperatives have done much to eliminate such practices. 
By encouraging farmers to grow high-grade products of uniform quality and 
then seeing to it that the individual farmer gets the proper price for the 
particular grades he has produced, cooperatives have helped to raise the 
average price received by their members for their product. Tliis encouragement 
to farmers to grow high-quality products has been important not only to 
producers of products directly consumed by final purchasers, but also to the 
producers of staple products such as cotton and tobacco. 

Cooperatives have frequently pioneered not only in the development or 
improvement of systems of grading, but also have improved methods of 
packing and shipping and encouraged the development of facilities for more 
effective and more economical means of producing good products. They 
have been instrumental, for example, in the development of X-ray methods 
of inspecting fruit, the use of electric eyes in sorting beans and other products, 
and improved dairy and creamery machinery. Thus by emphasis on careful 
grading, quality production, and careful processing, the cooperatives have 
been able to encourage farmers to produce the types of products desired by 
consumers and so to enable the growers to receive better prices. 

The Reduction of Trade Abuses. Cooperatives have somcjtimes been 
helpful in reducing or eliminating trade abuses. I’hus the actual pr potential 
competition of cooperatives has frequently been instrumental In inducing 
private dealers to pay more attention to proper grading in buying from farmers. 
Farmers have sometimes claimed as a justification for forming a cooperative 
that buyers had agreed to keep the price of their products low and a co- 
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operative was necessary for them to be sure of receiving the full price. Co- 
operatives have also been responsible for the elimination of certain abuses 
in the charges for handling and selling produce in the terminal markets, 
particularly in livestock, niiis the competition of cooperative associations 
has often had the effect of forcing independent agencies to pay better prices 
and give better service. It has been asserted that, as cooperation has gained 
and shown its strength, the desired ends have often been gained merely from 
the independent shipper's knowledge that he is constantly competing with 
a potential competitor in the association which the farmers may organize. 
Thus the cooperatives perform a service which benefits both members and 
nonmembers. 

Increased Bargaining Power. An individual farmer is likely to be at a 
disadvantage when dealing with a buyer. He is not a specialist in buying and 
selling as is the dealer, and moreover he is only one seller with a small volume 
relative to the total purchased by the buyer. Thus the common situation in 
agricultural buying has been that of many small sellers facing a small number 
or sometimes one buyer, with the advantage clearly on the side of the buyers. 
'Hie dcvtlopmcut of cooperatives has tended to balance this market situation 
by permitting farmers to combine and offer their product through their asso- 
ciation. Not only do they have a larger volume to offer in this w'ay but also 
can afford the services of a manager’ skilled in selling. While increased bar- 
gaining power has been of some significance for most cooperatives, it has been 
of particular importance in the marketing of milk and of fruits and vege- 
tables. There arc many associations in these fields which have as their sole 
or principal function bargaining with buyers as to the price of the product. 

Price Fixing. Occasionally cooperatives have attcnijjted to raise the price 
of their product by monopolistic activity. Major efforts in this direction were 
those of the centralized cooperatives formed during the period after 1920 in 
cotton and tobacco, 'llie promise was held out to farmers suffering from the 
price collapse after World War I that, by joining in cooperative action, they 
could control the price at which their products were sold. Experience showed, 
however, that it is impossible for any period of time to obtain by voluntary 
means the limitations on output neccssar)' to maintain priees. Many of these 
associations failed or converted to other objectives. Cooperatives have also 
at times attempted to hold products off the market in order to influence 
prices or to W'ait for a rise in price at a later time. This is highly speculative 
and has resulted in large losses for many associations. The enormous losses 
of the grain and cotton stabilization cooperatives organized under the in- 
fluence of the Federal Farm Board for this purpose show the dangers of this 
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procedure.'^ In the light of these experiences cooperative leaders have recog- 
nized that monopoly control is not an appropriate goal of cooperatives. 

Lower Costs 

Cooperatives have also endeavored to increase the return for the farmer's 
product by lowering his costs so that more of the final gross price is left with 
the farmer. 

Improved Marketing Methods. By various means farmer cooperatives have 
endeavored to improve methods of marketing so as to narrow the spread 
between terminal and local prices. This they try to do directly by reducing the 
cost of marketing to terminal market buyers, with the growers profiting in 
higher prices at the time of sale, or through patronage dividends, or both. By 
efficient management and loyal cooperation they ha\'c often been able to 
achieve this objective and at the same time furnish more and improved mar- 
keting services. 

This is not always the case, however. There is little reason to believe 
that a local business organization which is cooperatively owned and operated 
can perform the marketing services more economically or more effectively 
than can a privately owned organization of the same size. Managerial ex- 
penses, labor and other current expenses, depreciation, and interest on in- 
vestment are likely to be much the same. In either case effective management 
is largely responsible for success. But conditions in a community may, never- 
theless, be such that the producers profit by marketing cooperatively. When, 
for example, one large cooperative replaces a number of competing local 
dealers, none of which has a large enough volume of business to operate 
economically or effectively, real economies may be effected, and improved 
service may result. 

Again, in communities where existing marketing facilities arc inadequate, 
the organization of a cooperative may not only reduce the cost of marketing 
but improve the marketing services. For example, where local marketing 
facilities are inadequate, growers may find it necessary to market their own 
products through sale or consignment to the processor or retailer, or central 
market dealer. At such points cooperation may accomplish results similar to 
those which follow the establishment of an independent middle^han: that is, 
transportation costs may be lowered by the combination of sh^ments into 
carload lots; individual farmers arc relieved of the bother of attending to all 
the details of marketing their own products; and the knowledge and bargain- 

The Federal Farm Board experience is described in Chap. 30. 
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ing skill of a market specialist are substituted for the limited knowledge and 
skill of the average farmer. 

Occasionally the obtaining of the middleman’s profit for the farmer is 
said to be an objective of cooperation. l‘his, however, is seldom of a size to 
be significant to the individual farmer unless, as fanners sometimes claim, 
the middleman’s margin has been exorbitant because of monopolistic ar- 
rangements or other trade abuses. 

'Thus the main advantages of cooperatives in lowering the costs of mar- 
keting to the farmer seem to lie in situations where for one reason or another 
private initiative has supplied inadequate service, private middlemen are too 
small to perform the services needed at low cost, or there are trade abuses. 
Where size is similar and management effective the marketing costs are 
composed of similar items, and little difference in cost to the farmer can 
be expected to appear.^ ^ 

Lower Costs of Production. A growing phase of the effort to increase 
the returns of the farmer through cooperative activity has been the develop- 
ment of various ways to decrease his production costs. Many cooperatives 
primarily concerned with marketing have also established departments to 
buy supplies for their members. In other cases cooperatives have been es- 
tablished whose sole or major purpose is the purchase of farm supplies for 
their members.^® 'Ihc expectation is that the supplies purchased cooperatively 
will be closely tailored to the fanners’ needs, and that the cost will be low 
because of large-scale buying. For example, many cooperatives mix fertilizer 
or feeds on a large scale to the most desirable specifications in an effort to 
gi\'e the farmer what he wants at as low a cost as possible. Other important 
items purchased by farmers cooperatively include petroleum products, seed, 
building materials, and farm machinery and equipment.’ ’ In many cases co- 
operatives have gone into the manufacture of such supplies. 

^^Tlicre will be sonic items on which differences will appeal. The cooperative usually 
has no direct expense for obtaining the business of its grower members, whereas the 
private organization must frcciucntly spend a considerable amount of time and money in 
this way. On the other hand, the cooperative does have large organization expenses, and 
its expenses for ‘‘educating" the members concerning its activities, in order to maintain 
their loyalty and retain the business, may be considerable. Whether these expenses are 
less than the business promotion expenses of private organizations wdll vary with associations. 

Sec Joseph G. Knapp and John II. Lister, Cooperative Purchasins of Farm Supplies, 
Cooperative Division Bull. No. 1 (Washington. D.C.: Farm Credit Administration, 1935); 
and Farmer Cooperatives in the United States, Bull. 1 (Washington, D.C.: Farmer Co- 
operative Ser\'ice, 1955), pp. 139-69. 

See Anne L. Gessner, Statistics of Farmer Cooperatives, J957-58, General Report 76 
(Washington, D.C.: Farmer Cooperative Service, U.S. Department of Agriculture, June 
1960), pp. 46-59. Of interest in show'ing the size and scope of some of the major purchasing 
cooperatives is J. Warren Mather. Handbook on Major Regional Cooperatives Handling 
Farm Supplies, 1957 and 1958, General Report 74 (Washington, D.C.: Farmer Coooera- 
tive Service, U.S. Department of Agriculture, February 1960). 
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Some cooperatives also give direct assistance to their members in the 
process of production. One aspect is the supplying of experts to give advice 
on various phases of production. Another is the supplying on a cooperative 
basis of very expensive machinery, such as spraying or harvesting machinery, 
which members could not otherwise afford to use. 

GOVERNMENT ASSISTANCE TO COOPERATIVES 

Government assistance has been important to the development of co- 
operatives. Some aspects of governmental relations with cooperatives have 
been merely permissive while others have been promotive. 


Legislative Assistance 

State Laws. Because there were no laws peculiarly adapted to cooperative 
organizations, the early associations were either unincorporated, and operated 
by mutual agreement, or when incorporated, conformed to the ordinary cor- 
poration laws. Such devices became increasingly unsatisfactory, and in re- 
sponse to a growing demand the states began passing special acts, under 
which the important features of cooperative organization could be enforced. 
Each of the 50 states now has statutes for the incorporation by farmers of 
cooperative marketing associations. Most of these state acts were passed to 
help farmers' marketing associations. Some of them make no mention of 
consumer cooperatives; others have some parts referring to consumer co- 
operatives, and to farmers' purchasing associations. There is, however, con- 
siderable uniformity among the present state cooperative marketing laws, 
since many of them copied rather closely the law known as the Bingham 
Act, passed by Kentucky in 1922.^* I’hese laws have been important to the 
development of cooperatives since they made it possible to operate under 
laws designed specifically to accommodate their typical procedures, rather 
than under laws designed for another form of business operation. 

Federal Legislation. The federal government is committed to the prin- 
ciple of encouraging the cooperative marketing of farm products, and has 
not only recognized the need for it but has taken definite measures at various 
times to aid its development. This is evidenced by such acts as the Capper- 
Volstead Act passed in 1922, which defines cooperatives and th^ir rights in 
interstate commerce; the Cooperative Marketing Act of 1926 which provides 

review of the significant provisions of this Act will be found in Donald F. 
Blankertz, Marketing Cooperatives (New York: Ronald, 1940). 'I’lic complete Act is 
given in Hulbert and Mischler, op.cif., pp. 301-9. 
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for an agency in the Department of Agriculture to carry on research, service, 
and educational work for cooperatives; and the Agricultural Marketing Act 
of 1929 under which the Federal Farm Board undertook the active promo- 
tion of cooperatives on a national scale. With the closing of the Farm Board 
era in 1933, the federal government has been less active in the field of agri- 
cultural cooperation. Its chief activities have been confined to financial aid 
through the Banks for Cooperatives, and the activities of the Farmer Co- 
operative Service which carries on research and offers advisory services and 
educational assistance in the fields of marketing, farm supply, and related 
service cooperatives. The Service publishes material of use to cooperatives 
and helps farmers to solve organizational and operating problems of their 
cooperatives. 


Federal Income Tax Treatment of Farmer Cooperatives 

An aspect of the relationship of the federal government to farmer co- 
operatives which has attracted much attention in recent years is the income 
tax treatment of farmer cooperatives under federal law. Farmer cooperatives 
meeting certain restrictive conditions on the type of business done, relation- 
ships with nonmembers, and method of distributing profits may qualify for 
income tax exemption. These conditions are spelled out in Sections 521 and 
522 of the Federal Internal Revenue Code and the interpretations and rul- 
ings of the Internal Revenue Service and the federal courts. They may be 
summarized as follows: (1) substantially all voting stock must be held by 
current patrons; (2) dividends or interest on capital must be limited; (3) busi- 
ness must be limited to the marketing of farm products or the purchasing 
of farm supplies; (4) no more than half the total business may be with non- 
members, nor more than 1 5 per cent of the business in supplies may be with 
nonfarmers; (5) members and nonmembers must receive equal treatment; (6) 
no reserves may be maintained unless they are required by state law, or are 
for a necessary purpose and reasonable in amount. 

Since the Revenue Act of 1951, even a cooperative meeting these re- 
quirements is not exempt from income tax on any receipts over and above 
certain deductions including dividends on capital stock and amounts paid 
or allocated to patrons on income derived from nonoperating transactions 
with nonpatrons plus the patronage dividends paid or allocated to each patron. 
Cooperatives not meeting these conditions pay regular corporation rates on 
their net incomes. However, if a cooperative obligates itself in advance to 
pay patronage refunds they may be excluded from gross income, often leaving 
even nonexempt cooperatives with little or no taxable income. 
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Opponents of this approach claim that it represents unfair discrimination 
against the private competitors of cooperatives. Cooperatives are said to per- 
form substantially the same services for farmers as do private firms without 
offering special organizational or service features warranting a different tax 
treatment. Yet cooperative tax advantages, particularly in the accumulation 
of capital, are claimed to be so great as to threaten the existence of competing 
private firms. Cooperatives, however, maintain that no undue advantage arises 
from present income tax procedures which are said to be justified and made 
necessary both by their form of organization and type of service. 

LIMITATIONS ON THE DEVELOPMENT OF COOPERATIVE 

MARKETING 

It is clear from the preceding discussion that cooperatives have met with 
considerable success in attaining their objectives in some cases while in others 
their efforts have not been so successful. In addition to the particular diffi- 
culties encountered in attaining the various objectives just discussed, there 
are certain broad limitations relatively common to cooperative marketing 
organizations which must be overcome if cooperatives arc to be successful.^* 


Management Problems 

Perhaps the most important factor in the success or failure of a coopera- 
tive is the quality of its management. While there have been a number of 
outstanding men in farmer cooperatives, too often farmer cooperatives have 
been handicapped by a lack of understanding of the necessity of good man- 
agement. This is often the result of a general lack of experience on the part 
of members and directors in the type of business operations they are under- 
taking. Farmers themselves have often been unable to direct the organization 
properly because of the lack of time or ability, llicy have frequently been 
unwilling, moreover, to pay enough to hire a capable manager.^* Education 
through experience, through state associations, cooperative publications, and 
the efforts of the farm bureaus, of state colleges of agriculture, and the 

Good discussions of the types of difficulties faced by farmer coo|»crativcs are in 
Raymond W. Miller and A. Ladm Jensen, ‘‘Failures of Fanners’ Cooperatives,” Harvard 
Business Review, Winter 1947, pp. 213—26; and “Some Reasons Why: Farmer Coops 
Fail,” reprinted from News for Farmer Cooperatives, Reprint 149 (Washington, D.C.: 
Farmer Cooperative Service, U.S. Department of Agriculture, January 1958). 

The farmer's net cash income is often relatively small compared to his real income. 
A large part of his real income — such as house, use of his automobile, and garden — he 
does not always consider a part of his income. I'hc salary demanded by a good manager 
often seems to him, consequently, to be excessive. 
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United States Department of Agriculture has done much to reduce this 
difficulty in recent years. 

Membership Problems 

Lack of loyalty on the part of members to the association is frequently 
a limitation on cooperatives and may prove fatal. The association in planning 
its investment in plant and equipment and in making its commitments for 
supplies and to buyers must be able to count on a given volume of business 
from its members. If members arc easily influenced to market through other 
channels, either because they feel they can do better marketing on their own 
or because a competitor of the cooperative makes an especially attractive offer, 
the association will be handicapped by inadequate or uneven volume and 
inability to carry out plans. 

A problem of membership loyalty which has frequently caused difficulty 
and sometimes failure for cooperatives is the fact that many fanners dislike 
pooling. For various reasons such as the high cost of handling members' 
produce individually, upgrading by mixing produce, and orderly marketing 
at advantageous times and places, many cooperatives find it advantageous to 
pool their members' products. Farmers may object to this, for example, if 
their product is of a higher grade than the highest grade sold by the coopera- 
tive so that they lose by having their product mixed. More often individual 
farmers will feel that if they had chosen the time of sale for their own 
products the price would have been higher than the average price which the 
pool received over the period of sale. This feeling is particularly prevalent 
during periods of declining prices. Again many farmers object to waiting for 
their return and also to the uncertainty as to the price which they will finally 
receive. To try to meet these objections cooperatives have worked out various 
modifications such as dividing into early, middle, and late pools, or giving 
the farmer the option of withdrawing at any time. In spite of such improve- 
ments in pool operation, however, the dislike of pooling, even where it seems 
necessary to effective cooperathe marketing, remains as a limitation on co- 
operatives. 

Finally, members must be willing to stand by their cooperative during 
periods of adversity. Among significant membership handicaps to cooperative 
success are: lack of appreciation of the difficulties involved; overemphasis on 
the possibilities of success by promoters, which causes members to expect the 
impossible; inexperience in cooperation; ignorance of the ultimate advan- 
tages; and unwillingness of growers to limit their independence of action. 
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Inadequate Business Methods 

Closely related to the problems of lack of good management and lack of 
membership understanding, is the problem of inadequate business methods as 
a limitation on cooperative development. Farmers frequently find it difficult to 
understand the basic requisites for satisfactory operation of a business such as 
the necessity to begin with sufficient capital, the need to maintain adequate 
reserves even at the expense of patronage dividends, the necessity of adequate 
records, and the problems involved in credit and collection policy. Insufficient 
attention to such business essentials has often prevented the development 
of a cooperative to its fullest potential or has resulted in failure. 


External Conditions 

A difficulty which besets almost every cooperative, and is frequently a 
contributing cause to failure or lack of complete success, is the competition 
of independent middlemen. Tliat middlemen should endeavor to retain the 
business which a cooperative association is trying to attract from them is 
perfectly normal. But cooperatives sometimes claim that they arc faced with 
unfair and even underhanded methods of competition. They charge their 
competitors with paying higher prices than the market warrants, and some- 
times making up by reducing prices at other points; of buying into associations 
to cause dissension; and of circulating and even publishing false reports. 
Moreover, commercial interests not directly competing with cooperatives are 
sometimes unfriendly. The active opposition of railroads, bankers, manufac- 
turers, and merchants can do much to weaken and undermine an association. 
Nevertheless, competition and outside opposition arc seldom basic causes 
of failure, though they may occasionally contribute to difficulties.^® 

More important to the success or failure of the cooperative arc the exter- 
nal conditions surrounding the establishment of the association. Too often 
cooperatives have been established where the existing dealers were giving 
excellent service at a reasonable profit. Or cooperatives specializing in the 
marketing of particular products, say eggs, have been formed where there 
was not an adequate volume of production within reasonable distance. Two 
authorities within the cooperative movement have summed up | these prob- 
lems by saying, ‘‘Only when existing commercial facilities and . services are 

'"In view of the large number of cooperative organizations to which :questioiinaires 
were sent and the proportion answering the same, very few cases were developed in which 
it appeared that outside interests have interfered or were interfering with tneir successful 
operation. . . . existing Federal Laws afford such organizations ample protection in all 
cases where jurisdiction exists.” Report on the Grain Trade, Vol. I (Washington, D.C.: 
Federal Trade Commission, 1920), pp. 297-8. 
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inadequate or cost the producers too much for the services rendered, and 
when adequate membership, capital, volume of business, and market outlets 
can be secured, are the conditions favorable for the creation and continuance 
of a marketing or purchasing cooperative attuned to the needs of its pros- 
pective patrons/' 

It is noteworthy that the most spectacularly successful associations seem 
to have been those which met the conditions just described and in addition 
offered a nonstaple product for which there was the possibility of expanding 
the demand by effective advertising and sales promotion. Particularly good 
examples of this additional condition are those cooperatives on the West 
Coast marketing such products as citrus fruits, apples, raisins, walnuts, and 
eggs. It is evident, however, from the success of cooperatives in other fields 
that possibilities for demand creation are by no means an essential condition 
for effective operation. 


CONCLUSIONS 

Farmer co-’peratives have attained a position of considerable, although 
varying, importance in the marketing of farm products in the United States. 
Where successful they have helped to increase the income of their farmer 
members by their operations. This they have done by raising the price re- 
ceived by the farmer through such methods as orderly marketing, better sell- 
ing methods, increased bargaining power, and improved quality and better 
grading, and also by helping to lower the farmers' costs by improved market- 
ing methods and the cooperative purchase of supplies. 

At the same time it is evident that there are important limitations on the 
future progress of cooperatives in the form of such things as inefficient man- 
agement, lack of membership understanding and loyalty, inadequate business 
methods, and unfavorable external conditions. While many of these limita- 
tions are to a considerable extent at least potentially under the control of 
the cooperatives, they nevertheless represent important limitations on fur- 
ther expansion of cooperative marketing unless successfully met. Thus while 
cooperatives may be expected to remain and perhaps increase as an impor- 
tant factor in the marketing of farm products, it seems unlikely that they 
will soon become the dominant factor in the agricultural marketing structure. 

QUESTIONS FOR DISCUSSION 

1. What similarities and differences are there between a farmer cooperative, a 
consumer cooperative, and a business corporation? 

Raymond W. Miller and A. Ladni Jensen, op.cit, p. 215. 
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2. What are the differentiating characteristics of local, federated, and centralized 
associations? 

3. Why is pooling a peculiarly cooperative form of handling farmers' products? 

4. Why would a farmer join a cooperative? 

5. Describe the differences and similarities in the policies you would follow 
if you were the manager of a cooperative selling a nonstaple product grown 
regionally in comparison with a staple product grown nationally. 

6. What major limitations do you see to the further development of coopera- 
tive marketing? 
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SELLING 


The functions of marketing were discussed briefly in the first chapter, 
and the importance of the functional approach was indicated. In the in- 
tervening chapters, reference to the marketing funetions has been ineidental 
to the general discussion of the marketing structure and the nature of the 
marketing system. With this background, we are now ready to examine the 
functions of marketing in a more orderly and systematic way, indicating 
something of the nature and importance of each function, how and by whom 
it is perfonned, and some of the problems involved. The discussion in the 
space permitted cannot be exhaustive, but it will be indicative of the major 
activities performed during the marketing process: selling, buying, transpor- 
tation, storage, financing, risk-taking, the collection and interpretation of 
market information, and standardization. 

Tlie first two functions, selling and buying, constitute the functions of 
exchange. It is through the efforts of sellers and buyers that exchanges of 
title are brought about, that the physical distribution of goods is guided, and 
that demand and supply interact to determine prices. 1 he impetus to a sale 
may come from the efforts of cither buyer or seller, but in modem industrial 
countries the seller is the more active party to most exchanges. Selling efforts 
have probably always been necessary to successful marketing, but, as mar- 
keting has grown more complex and the competition for sales has become 
more intense, selling has become increasingly important. Indeed, it is the 
most characteristic feature of the modem marketing system. 

The objective of selling is to dispose of goods at satisfactory prices. The 
nature of selling operations varies widely with different products and with 
individual vendors. In some exchanges only the immediate act of transferring 
ownership takes place and no active selling operations are involved. Some 
selling operations consist merely of exhibiting goods at a convenient place, 
or of informing prospective buyers that goods are offered for salg. Modem 
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selling, however, commonly involves the following five subfunctions: (1) 
product planning and development, (2) the contactual, (3) demand creation, 
(4) negotiation, and (5) the contractual. In the discussion that follows, con- 
siderable attention is paid to the marketing activities involved in the first 
three of these subfunctions. The negotiatory and contractual subfunctions 
need not be treated in detail. 

Negotiation involves the final establishment of the terms and conditions 
of sale for each transaction including terms of shipment and delivery, method 
of payment, the exact quality and quantity to be purchased, and similar 
matters. The contractual function is concerned with the final agreement to 
sell, including the transfer of title. Necessary as these two functions arc, they 
represent essentially the final termination of the entire selling function. Much 
of the main work of selling has already been accomplished through the ac- 
tivities involved in product planning and development, in making contacts 
with buyers, and in creating demand. Negotiation and the entering into the 
final contract in many instances become relatively routine matters of pro- 
cedure, although negotiations with business buyers, especially if large quan- 
tities of goods are involved, may be both prolonged and complicated. 

PRODUCT PLANNING AND DEVELOPMENT 

All those activities involved in devising a product to meet the require- 
ments of the market are classified under the function of product planning 
and development. Successful selling in a competitive market rests fundamen- 
tally on the production of commodities that fit the needs and requirements 
of potential consumers as they see them. The production of such products 
commonly results from the careful analysis of the needs and desires of con- 
sumers. Product planning by the manufacturer involves the creation of new 
products to fill both old and new wants, the development of changes in old 
products to make them confomi to changes in consumer demand, and the 
suggestion of additions to or subtractions from the line in order to realize 
greater profits. Product planning also involves certain activities performed 
in connection with the product, such as identification by the use of a brand 
and the design and use of a proper package. Product planning and develop- 
ment thus involves many marketing activities and is definitely a consumer- 
oriented function. ; 

The responsibility for the performance of this function lies generally 
with the manufacturer except perhaps for those products whfch large re- 
tailers and wholesalers sell under their own brands. In these cases, the dis- 
tributors involved are likely to assume the function of product planning and 
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development. There are, of course, some instances in which the product desired 
is designed by the buyer, either the business buyer or even the ultimate con- 
sumer, and is produced to this specification by the manufacturer. However, 
for most products in an industrial economy, the function of product plan- 
ning and development is performed by the manufacturer. 


Development of a Line of Products 

The first problem is to determine exactly what product or products shall 
be produced and what features shall be incorporated in their design. Product 
design in the past has often been regarded as a function to be performed 
solely by the manufacturing and engineering departments of an enterprise, 
but this view is becoming outmoded. The marketing department is closer 
to the consumer and has more knowledge of his desires. In addition, many 
product decisions must be made which involve matters of marketing policy. 

Variety of Products. One of the first decisions to be made involves the 
variety of products that will be produced. Shall the attempt be made to 
satisfy all of llic various demands of the market or shall the company cater 
only to a limited segment? 'Fhc answer to this will determine the variety of 
models, of sizes, of colors, and of patterns to be offered. For some products 
and for some sellers, it is best to concentrate production and marketing efforts 
on one product, obtaining the economies that result from such a policy. In 
other cases, a different policy is indicated by the character of the demand, of 
the product, and of the seller’s objective. In the late fifties, Volkswagen 
appeared to be highly successful, in relation at least to its objective, in selling 
in the United States a single unchanging model of automobile. In an earlier 
day, the Ford Motor Company also used this policy very successfully for a 
while, but it finally was forced to change its policy to that of the remainder 
of the American automobile industry— the offering of a wide variety of 
models, colors, and types under a single brand name. 

Quality of Product. Similar to the above problem is the question of what 
quality of product to offer and whether to offer more than one quality. Many 
producers restrict their product line to a single quality offering. This may 
be a product of high quality designed to sell at a premium price, a product 
of average or market quality designed to sell at a standard market price, or 
a product of less than average quality designed to sell at a price below the 
general market level. Which of these three policies should be adopted de- 
pends upon a number of factors, including market conditions as well as the 
resources and objectives of the particular firm. 

The problem may arise, in connection with the firm offering a single 
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quality of product, of whether to add either a higher or lower quality product. 
For example, the manufacturer of a high quality paint may feel that he can 
extend his market by developing a second line of lower quality. His present 
product has an excellent reputation, and he feels that this reputation will 
help to sell the new line, i.e., have a “trading-down” effect. In like manner, 
the manufacturer of a well-known cheap watch may decide that he should 
expand into the higher quality field, depending upon the reputation of the 
cheaper product to have a “trading-up” effect that will help to sell the higher 
priced product. Trading-up and trading-down effects tend to work in various 
ways and not always to the benefit of the seller. There is always the danger 
that the addition of a lower quality line will ultimately reduce the sales of 
the original high quality product. Likewise, the manufacturer of the well- 
known cheap watch may not be able to convince buyers that his new product 
is indeed one of high quality. Accordingly, many producers, in adding prod- 
ucts of different quality, find new brand names for the new items and do 
not attempt to trade on the reputation of the existing product. 

Simplification and Diversification of Product Lines. There appears to 
be a natural tendency in a dynamic economy for sellers to diversify their 
product lines. There are several logical reasons for this. In the first place, new 
technological developments create new products. Thus the development of 
television resulted in the addition of television sets to the product lines of 
radio manufacturers, who continued to manufacture and sell radios on 
a substantial scale. Secondly, successful firms are looking constantly for new 
products that will appeal to new customers, thus creating new markets and 
reducing the elements of risk inherent in a nanow product line. The pro- 
ducer is always faced with the possibility that changing fashions and chang- 
ing consumer tastes may leave him without a market for a certain product 
line. The more diversified are his product lines the less is the risk involved 
of this occunence. Finally, new products promote growth, often an objective 
in itself, and increase the utilization of the firm’s plant capacity and its finan- 
cial and manpower resources. 

Since the late forties, there has been a substantial movement toward 
product diversification. Much of this has been accomplished through the 
merger of existing firms, but a significant portion has come aboiff simply by 
the addition of product lines to those already being produced. No doubt, many 
of these product additions have been made successfully,^ but some of the 

^ One study, however, indicated that 80 per cent of the new products Introduced by 
200 packaged-goods manufacturers failed for reasons other than lack of capita. See Thomas 
A. Staudt, "Program for Product Diversification," Harvard Business Review, November- 
December 1954, p. 121. 
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failures illustrate the problems involved in diversification and the advantages 
of simplification. 

There is no doubt that there are many economics to be derived from sim- 
plification. Less capital is tied up in inventories, manpower tends to be utilized 
more efficiently as a result of specialization of effort, and manufacturing and 
marketing activities can be directed more effectively. Thus diversification is 
most likely to succeed as a policy when the new products are closely allied 
to existing products and when a continuing effort is made to eliminate prod- 
ucts as they become obsolete and unprofitable. Diversification creates many 
problems, however, when the new products are so different from the existing 
ones that new marketing methods and new channels of distribution must be 
used. 

For example, a flour miller and breakfast cereal manufacturer found it 
unprofitable to diversify into small electrical appliances. Its principal diffi- 
culty was to obtain and keep dealers in competition with the regular appli- 
ance manufacturers who could furnish dealers with more complete lines.* 
Similarly, two manufacturers of industrial chemicals selling primarily to the 
industrial market have given up their attempts to become established in the 
consumer products field.® Although they successfully entered the field with 
detergents, they apparently decided after several years that it was too difficult 
to adapt their marketing efforts to the type of competition with which they 
were faced. On the other hand, another industrial chemical firm apparently 
has been quite successful in marketing a new food wrapping product to the 
ultimate consumer.^ 


Use of Brands 


A brand is a name, term, symbol, or design, or a combination of these, 
which identifies the goods or services of a seller. Brand is an all-inclusive 
term, including brand names, designs, and symbols. In practice, it is often 
used interchangeably with the term “trade-mark.” Trade-mark, however, is 
a legal term and is merely a brand that is given legal protection.® 


a See Hector Lazo, Case Histories of Successful Marketing (New York: Funk & Wagnalls 
and Printers* Ink Publishing Company, 1950), pp. 162—8; and End of Lesson, Business 

Week, May 22, 1954, p. 60. , , , » , 

a See “Monsanto Yields Consumer Field,” Business Week, June 1, 1957, p. 36. 

* See Parker Frisselle, “Product Diversification — Promise or Pitfall,** in The Marketing 
Revolution (Proceedings of the Thirty seventh National Conference of the American 
Marketing Association, 1955), pp. 23-7. ... 

oSee Marketing Definitions (Chicago: American Marketing Association*^ 1960), pp. 

9-10. 
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Objectives of Branding. The general purpose of a brand is to provide 
product identification for assistance in buying and selling. The objective of 
the seller is to differentiate his product from those of competitors and to 
achieve as great a degree of market control as possible. If he is successful 
in creating a consumer preference for his product, this preference will be 
translated into sales in the market place only to the extent that the consumer 
is able to identify the desired product. Thus the use of brands constitutes 
the basis for successful demand-creational activity. The use of a brand, and 
the creation of consumer preference for it, also gives the seller greater in- 
dependence in pricing his product. He may be able to obtain a premium 
price in relation to the prices of competitive products; in any event, he has 
more freedom in his efforts to adjust prices to market demand. 

Problems of Branding. The first decision the seller must make is whether 
to brand his product at all. Some products are not readily adaptable to 
branding. To be useful, the brand must carry through to the ultimate con- 
sumer. Although apples, for example, are often distributed through whole- 
sale ehannels in boxes that bear a brand name, they are usually removed 
from these boxes in the retail store, and the brand is not available to the 
consumer. In the case of oranges, on the other hand, a method has been 
developed whereby the brand can be stamped on each orange, and this prod- 
uct has been sold successfully by brand name. 

Even if the product is capable of being branded, the seller may prefer 
not to designate a brand name. If the product is not distinctive, or if the 
seller does not desire to develop a degree of market control, he may prefer 
to sell the product unbranded. In some cases, manufacturers prefer not to 
use their own brand names but to sell to distributors who will place their 
brands upon the product. As noted in Chapter 15 many distributors, large 
wholesalers and retailers, in an effort to obtain market control and greater 
profit, have developed their own brands which compete directly with the 
brands of manufacturers, the latter usually being sold also by these same 
distributors. Distributors’ brands are often called “private” brands, whereas 
those of manufacturers are designated as “national” brands, terminology that 
is by no means exact. 

Once the seller has decided to brand his product, he must choose the 
brand with care. ITie name should be distinctive but simple and' should not 
infringe upon some other legally established brand. If the seller produces 
or markets more than one product, he must decide whether to use different 
brand names for each product or whether to adopt a “family” brand ap- 
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plicablc to all. The adoption of the family brand may make it easier to in- 
troduce a new product at a later time and may reduce the cost of demand- 
creational efforts since all products will receive the benefit of any promotional 
effort directed toward the single brand. On the other hand, it is usually not 
considered good policy to sell products of differing quality under the same 
brand name; and, in those cases in which the products are unrelated, many 
sellers prefer to use several brands. Swift & Company, for example, sells cer- 
tain fresh and packaged meats under the brand name “Premium,” but the 
name “Brookfield” is used for eggs, butter, cheese, and sausage. In both of 
these cases, the names indicated arc preceded by the word “Swift’s,” which 
word in turn is the only brand designation used on canned meats for babies, 
on peanut butter, and on ice cream. Add to these designations “Allsweet” 
for oleomargarine, “Swift’s Jewel” and “Swift’ning” for two types of short- 
ening, “Pard” for dog food, “Vigoro” for a plant food used by urban dwellers, 
“Swift’s Red Steer Brand” for a plant food for use by farmers, “Quick Arrow" 
soap flakes, “Maxine” complexion soap, and several other products with still 
different names, and we may conclude that branding is indeed a complicated 
marketing activity. 


Packaging 

'Tlie functions of a package are (1) to protect the merchandise from the 
time it is produced until it is consumed, (2) to facilitate handling and storage 
of the merchandise by middlemen and consumers, and (3) to assist in selling 
the product. Although the first two functions are important and probably 
constitute the principal reasons originally for the change from bulk selling 
to packaged-goods selling, the prime function of a modern package is to sell 
merchandise. Thus the package serves in most cases is the vehicle by which 
the brand of a product is carried through to the consumer. In modern self- 
service retail outlets with mass display, well-designed packages attract atten- 
tion and increase .sales volume. Packages are designed as much as possible 
to enhance the appearance of the product and, in some instances, to obtain 
sales as much on the merits of the package as on those of the product. Thus 
the modem manufacturer often pays as much attention to package design 
as he docs to product design. 

The basic decision to be made by the seller of whether to package his 
product is likely to be one that requires little thought. The trend toward the 
use of packages has been so substantial that it is almost impossible to ignore 
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it. Even fresh meats and fresh fruits and vegetables are sold in prepackaged 
form in a large number of food stores, the packaging in most cases being 
done by the retailer. Recent experiments at the packer level with the wax-dip 
method of packaging frozen meats indicate the possibility of even greater de- 
velopment in this field.* Thus the principal decisions to be made by the 
seller may well revolve around the questions of how to package and how 
often to change designs. 

Questions that must be answered include the following: (1) out of the 
great variety of materials available for modern packaging purposes, which 
ones will serve best to enhance the appearance of the product, (2) what colors, 
designs, shapes, and sizes of packages should be used, (3) can a package be 
designed that will be particularly convenient for the consumer to use,^ (4) 
can a package be designed with a dual use so that the consumer will buy the 
product at least in part in order to obtain the package for further use after 
the product it contains has been consumed,* and (5) to what extent, if at all, 
should special gift and novelty packages be designed for Christmas and other 
similar selling seasons? 

It is not possible here to discuss the issues involved in arriving at solu- 
tions to these questions. The raising of the questions does indicate, however, 
the complexity of the packaging activity. This is also illustrated by two re- 
cent developments. The first involves the packaging of items into multiunit 
cartons in order to encourage the consumer to buy more at one time. This 
development was pioneered in soft drinks and beer with the "six-pack” carton. 
It has now been extended experimentally, apparently with some success, to 
other products, including canned com, sardines, and pet foods.* No doubt 
many other products will be packaged in the same way. The second develop- 
ment is the policy of a few firms to change package designs at quite frequent 
intervals.^* The traditional approach to package design has been to retain 
a design as long as possible because consumers would be familiar with it and 
would know what to look for when they desired to purchase the product. 
Now some firms say that the package should be changed as often as one’s 
advertising copy is changed. If this idea gains in favor, the packaging function 
will assume even greater importance and complexity. 

•Sec “Wax Dip Process Trims Meat Costs,” Business Week, August f7, 1955, pp. 
85-6; and "Visible Meat," Business Week, December 28, 1957, p. 109. 

r As the "flip-top" or "crush-proof” package for cigarettes. ■ 

• The Kraft Foods Company has been particularly successful in this regard, packaging 
its products in "cocktail” glasses and in boxes that can be re-used for varioas purposes. 

• See William L. Dempsey, Jr., "Multiple Packaging; A Merchandising Tool," Journal 
of Marketing, January 1959, pp. 287-92. 

See “Switching Packages to Keep Them Buying,” Business Week, October 1, 1955, 
pp. 58 flE. 
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Concluding Observations 

Other activities pertaining to product planning and development could 
be discussed, e.g., product guarantees and service policies, but the foregoing 
is sufficient to indicate the importance of the product planning function. 
Before the other functions of selling can be performed effectively, product 
planning must take place. Having discussed some of the marketing activities 
pertaining to the product, we may now proceed to a discussion of the other 
functions of selling. 


THE CONTACTUAL FUNCTION “ 

Once the seller has a product or products available for sale, his next 
objective is to make contacts with buyers. The contactual function involves 
several steps. First, the seller must define his market. He must determine 
whether he desires to sell ^he product over a wide geographical area or 
whether a n utc limited distribution will serve his purposes better. Some 
sellers prefer to deal only in a very limited, local market. Others make con- 
tacts and distribute throughout the world. Another decision that must be 
made is whether to sell only to large buyers. It is often more profitable to 
refuse small orders than it is to accept and fill them. Other decisions re- 
garding market coverage might include whether to concentrate contacts within 
certain income groups or within certain ethnic groups. Obviously, if restric- 
tions of the latter types are to exist, the decision is usually made during the 
stage of product planning and development, and the product is designed 
specifically for a certain market. 

Secondly, the seller, having defined his market, must seek out the buyers 
in that market. He must find out where they are located and what their needs 
are for his product. Finally, he must actually make contact with these poten- 
tial buyers, develop a relationship of mutual interest, and continue to maintain 
the connection. 


Selecting Distribution Channels 

The contactual function is performed, of course, by all types of sellers: 
manufacturers and other producers, wholesale middlemen of all varieties, 
and retailers. The manufacturer or producer of a product must make the first 

For a detailed discussion see Edmund D. McGarry, “The Contactual Function in 
Marketing,'* Journal of Business, April 1951, pp. 96-113. 
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decision with respect to the performance of the contactual function. That 
is, he must decide the extent to which he desires to perform it himself and 
the extent to which he will attempt to turn it over to wholesale and retail 
middlemen. But if he decides to use such middlemen, it is by no means 
certain that he will receive cooperation from them. Limited facilities and 
personnel cause most middlemen to look with considerable skepticism upon 
the stocking of additional products. Thus the manufacturer must consider 
what can be done to obtain performance of the contactual function as well 
as what he would like to do. Whatever finally takes place, the result is the 
establishment of one or more channels of distribution for the product. 

As we have seen previously, the manufacturer may decide to sell the 
product directly to the user, as is often the case with industrial goods. Or 
he may attempt to use wholesale middlemen, at least in part. A product 
intended for the ultimate consumer market may utilize both wholesalers and 
retailers, retailers only, or even occasionally neither. Even more specific prob- 
lems are involved. Shall the product be sold only through a single type of 
outlet, such as grocery' stores, or shall the effort be made to distribute through 
various types of outlets, including in addition drug and variety stores? Shall 
the manufacturer attempt to obtain widespread distribution in as many out- 
lets as possible or shall he restrict distribution through a policy of selective 
selling or through the use of limited agencies or even exclusive agencies? I'hese 
latter questions involving decisions as to the number of middlemen have many 
economic and legal aspects which warrant further discussion. 


Selecting the Number of Middlemen 

Manufacturers who feel that they must have their products available at 
every possible point of contact along the channel of distribution endeavor to 
place them with all middlemen who can sell their products effectively. For 
such manufacturers, the principal limitations to universal distribution are 
the ability to sell all available middlemen and the fact that the expense of 
selling certain individual firms may not be offset by the profits obtained 
from the volume of sales made. I'he first limitation is an obvious one, in- 
volving the sheer physical difficulty of making successful contacts with all 
possible buyers. The second is of varying importance, and its importance is 
not always realized by the manufacturer. It is evident, however, that a manu- 
facturer cannot profitably sell to an account unless the gross profit on the 
merchandise sold covers the expenses involved in selling.^* 

12 Manufacturers, of course, often sell to unprofitable accounts. In some cases, they 
do not realize that an account is not profitable. In other cases, they continue to sell with 
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llic number of middlemen to whom a manufacturer sells is limited not 
only by the difficulty and expense of selling to them, but by the difficulty 
involved in obtaining their cooperation in the resale of his products. Many 
middlemen who may be induced to purchase his product will not devote as 
much sales effort to it as the manufacturer desires. One way to overcome 
this difficulty, as well as to obtain the business of desirable accounts, is to 
protect middlemen in their markets. Sometimes the middleman must carry a 
wide range of stocks, or he must supply expensive services, if sales are to be 
made in sufficient volume to satisfy both manufacturer and middleman. He 
is thus involved in considerable expensc~an expense he will not undertake, 
at least to the extent desired by the manufacturer, without protection from 
the competition of other middlemen operating in the same area. To meet 
this situation various policies are followed, such as selective selling or the use 
of limited agencies or even exclusive agencics.^^ 

Selective Selling. The restriction of sales to a limited number of middle- 
men within a market area is known as selective selling. 'I'his method of selling 
is distinguished by the fact that, w*ithin the limits of his ability to sell them, 
the manufacturer chooses the particular middlemen who are to be allowed 
to handle his product. In making the selection, he attempts to choose only 
those middlemen who arc, or who will become, profitable accounts.^^ The 
degree of selectivity varies from manufacturer to manufacturer, and the pro- 
portion of the available middlemen that may be selected likewise varies. In 
adopting such a policy, the manufacturer hopes to reduce selling costs and in- 
crease profits. In addition he hopes that his chosen prospects will be more 
easily sold, and that once sold they will be more willing to devote attention 
to the sale of his product. Moreover, with fewer distributois or dealers, he can 
afford to spend more time in cooperating with them. If this cooperation is 
effective, a volume of sales will result which should be profitable to both 
the manufacturer and his selected middlemen. 

Limited and Exclusive Agencies. A greater degree of limitation of accounts 
than that involved in selective selling is found in the use of limited agencies, 
llie term ‘limited agency distribution” is difficult to define exactly but 

the hope that the account will increase its purchases and become profitable or because it is 
nccessarv' to do so for the convenience of the ultimate consumer. 

It should be pointed out that wholesalers, as well as manufactureis, may use these 
policies. 

More and more attention is being devoted to the matter of seeking profitable 
accounts, not only by manufacturers but also by wholesalers. Many manufacturers have 
found that the elimination of small orders and small accounts results in a substantial reduc- 
tion in number of orders but only a very slight decrease in sales volume. In fact, sales 
volume usually increases because salesmen are directing their efforts to the custdlners with 
larger potentials. The result is often a very significant increase in net profit. 
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implies more restriction than is found in selective selling and less than that 
found in an exclusive agency policy. Many marginal cases are difficult to 
classify. The term is nevertheless useful to describe a policy adopted primarily 
for the purpose of achieving the advantages of the exclusive agency without 
limiting outlets so drastically as that policy does; whereas selective selling is 
more commonly adopted in order to reduce the expenses of effective selling. 
That either policy may achieve both aims in some degree does not alter the 
value of the distinction. 

Limited and exclusive agencies are used in the sale of both consumer 
goods and industrial goods. In the sale of consumer goods, they are used by 
manufacturers with both wholesalers and retailers and also by wholesalers in 
their relations with retailers. The basic considerations involved in each situa- 
tion are, however, common to all, and so the following discussion will be 
largely confined to the use of the exclusive agency in the manufacturer- 
retailer relationship.** 

An exclusive agency ** is based on an agreement between the manufacturer 
and the middleman whereby the middleman is given the sole right to sell 
the product or products of the manufacturer within a specified territory. 
Agreements may be written or oral and they are of two general types. In the 
first, the manufacturer agrees to sell to no other dealer in the specified area, 
and the dealer agrees to sell no directly competing lines. In the second type, 
the manufacturer agrees to sell to no other dealer, although the dealer may 
sell competing products. In such cases, however, the dealer usually agrees to 
give reasonable attention to the manufacturer’s products. 

The first type of agreement, which might be called a "fully exclusive 
agreement," would normally be more satisfactory to a manufacturer, but two 
important factors limit its use. In the first place, the manufacturer will find 
many desirable dealers unwilling to agree to an arrangement which prohibits 
them from handling directly competing goods. Secondly, there is considerable 
doubt as to the legality under the antitrust laws of these fully exclusive 
agreements. 

There is no doubt that a manufacturer may restrict his own distribution 
and sell through a limited number of outlets. The legal question arises in 
connection with the manufacturer’s attempt to restrict and regulate the ac- 

In Older to prevent possible confusion in terminology, it should be noted that the 
term "agency" as used in the present connection does not usually imply an ;^ency relation- 
ship in the sense used in describing agent middlemen in Chap. 16. Althou^ the grantee 
of a limited or exclusive distribution privilege may be an agent middlcm^ selling on a 
commission basis, he more commonly buys the merchandise outright and thu| is a merchant 
middleman. 

For an excellent treatment of this topic, see K. J. Curran, "Exclusive Dealing and 
Public Policy,” Joumtl of Marketing, Octot«r 1950, pp. 153— 4'^. 
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tivities of dealers. In general, such restrictions may be illegal under the anti- 
trust laws if the result is a substantial lessening of competition or a tendency 
to create a monopoly.” Prior to 1949, the courts held exclusive contracts to 
be illegal primarily when they were used by a dominant firm as a means of 
restricting competition. In 1949, however, in the Standard Oil Company of 
California case, it was held that Standard could not restrict its dealers from 
selling competitive products.” This decision was made despite the fact that 
Standard accounted for less than 25 per cent of the gasoline business in its 
area and that it was not guilty of other monopolistic practices. Although the 
court indicated that exclusive contracts as such were not illegal, especially 
when used by smaller firms, it seemed to believe that Standard, and other 
competitors who used the same device, were sufiiciently large that they were 
foreclosing a large share of the market to independents. Thus injury to some 
competitors, rather than injury to the intensity of competition, has become 
the test of the legal validity of exclusive agency contracts. 

It should be understood that this decision has not necessarily eliminated 
exclusive agency distribution even by large firms. Although restrictive pro- 
visions in contracts may have been eliminated, many manufacturers and 
dealers have continued to operate in much the same way as before. After the 
Standard Oil Company decision, the. automobile industry generally rewrote 
its dealer contracts. The principal effect of this appears to have been that 
dealer sales are no longer confined to customers residing within the territorial 
limits that were once assigned to the dealers. Certainly, there has been no 
widespread movement by dealers to add competing makes of automobiles 
to their product lines.” Since exclusive agencies still exist, either on a formal 
or informal basis, it is desirable that the merits of this type of distribution be 
examined. 

The Manufacturer and the Exclusive Agency, The question of primary 
interest to the manufacturer is whether greater sales volume and profit will 
result from the use of exclusive agencies than will accrue from sale to all 
dealers or to selected dealers. A sound answer to this question necessitates 
an understanding of the merits and limitations of the exclusive agency from 
the point of view of both the manufacturer and the middleman and the 

See William F. Brown, ‘‘The Effect of Federal Legislation upon Marketing 
Channels/’ in Richard M. Clewett (cd.). Marketing Channels for Manufactured Products 
(Homewood, 111.: Irwin, 1954), pp. 485-90; also K. J. Curran, op.ciLy pp. 141-4. 

United States v. Standard Oil Company of California, 337 U.S. 293 (1949). 

There has been, however, considerable dissatisfaction among dealers as a result of the 
loss of their territorial security. Dealers complain that cross-selling has resulted in a chaotic 
price situation, as well as in servicing difficulties. See “Why Auto Dealers Want a Law.’* 
Business Week, Jantiary 18, 1958, pp. 75 ff. 
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ability on the part of the manufacturer to evaluate the relative importance 
of these merits and limitations in terms of his own specific situation. 

The major advantages a manufacturer may obtain from the use of exclusive 
dealers usually are a better sales effort for his product, a lower marketing ex- 
pense, and better "servicing” of his product. The better sales effort results 
from the greater cooperation secured from the exclusive dealer and his greater 
willingness to carry an adequate stock of the manufacturer’s product and to 
devote more aggressive sales effort to the product. Marketing expense is re- 
duced because efforts are concentrated upon a smaller number of dealers. 
The salesmen make fewer calls and take larger orders, and the amount of 
correspondence with and supervising of accounts is substantially lessened. 
The possibility of credit losses is reduced because cutomers are presumably 
preferred risks and can be carefully watched. On mechanical devices, such 
as automobiles, typewriters, and some electrical equipment, the use of ex- 
clusive agencies may result in better servicing of the product because the 
dealer more readily assumes responsibility for such service when he knows he 
is the exclusive dealer in a particular locality. 

Among other advantages that may accrue to a manufacturer from the use 
of exclusive agencies arc closer control over the pricing and other marketing 
policies of the dealers, the possible enhancement of the prestige of his prod- 
uct, and more effective introduction of new products. The resale prices of his 
product can be more easily maintained if that is desired, and in any case 
the evils which allegedly accompany price cutting are reduced. Prestige and 
good will for the product are built up, since consumers often associate quality 
and exclusiveness with restricted distribution. This is especially true when 
the chosen middlemen are among the more desirable dealers, lire introduc- 
tion of new products is facilitated because an exclusive dealer is much more 
willing to add a new line, and thus increase his investment in merchandise 
inventory, than would be true if he were only one of several dealers who 
would benefit from sales of the new product in the community. 

The most important limitation of exclusive dealing from the point of 
view of the manufacturer, aside from its possible illegality, is that the restricted 
distribution may limit his sales in an area. Sales of his product by even the 
most desirable dealer in an area, assuming such dealer can be obtained, may 
not be as great as those which would result if the product wer^ offered for 
sale in a larger number of establishments. Those dealers who dd not handle 
the product will quite naturally attempt to substitute other brainds for that 
of the manufacturer whenever his brand is called for. A second (disadvantage 
of exclusive agency distribution is that the manufacturer is dependent upon 
the continued active sales efforts of his exclusive dealers. When more attrac- 
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tive terms are offered by other manufacturers, the dealer may terminate his 
agreement and sell a competing line. This often leaves the manufacturer 
without representation in that territory. Also when it becomes desirable to 
change exclusive dealers, the manufacturer may find it difficult to take the 
agency away from the dealer who has been handling the merchandise without 
some injury to the manufacturer's reputation in the trade. Even when agen- 
cies aie terminated by mutual consent, difficulties are experienced in effect- 
ing settlements satisfactory to both parties, unless this possibility has been 
covered by definite stipulations in the original agreement. 

The Middleman and the Exclusive Agency. Tlie exclusive agency arrange- 
ment offers definite advantages to middlemen. TTlie dealer is the sole bene- 
ficiary in his locality of the manufacturer’s advertising, as well as his own. 
There are no competing dealers who can undermine profits by cutting prices, 
or who can otherwise attempt to draw away the trade in that particular 
product. Closer cooperation and greater assistance are received from the 
manufacturer than would be the case if a number of firms were selling his 
product in the same territory. The exclusive agent may gain prestige and 
standing in liis community from being the exclusive representative of a 
reputable firm or a well-known line of merchandise. Also new customers may 
be brought to the dealer’s place of business and sales volume may be in- 
creased. Consumers frequently buy other goods when they purchase the 
exclusive product, and new customers may be permanently acquired among 
those who come to buy it. 

The limitations of the exclusive agency from the point of view of the 
middleman center largely in the possibility of abuse of the relationship by 
the manufacturer, the loss of independence of action, and the difficulties 
involved in changing to another line of products if it becomes desirable or 
necessary to drop the exclusive agency line. Dealers sometimes complain that 
after they have devoted their efforts to building up sales of the manufacturer’s 
product in the area in which they arc located, the right to sell the product 
is extended to other dealers or taken away altogether. But there is another 
side to this argument. Some dealers prove to be poor representatives, and 
some dealers obtain an agency and then push the sale of competing products, 
including their own private brands. 

When the manufacturer is strong, he may dictate some of the dealer’s 
policies, and independence of action may be lost. 7’his is well illustrated in 
the determination of the amount of stock to be carried by the dealer. The 
manufacturer, of course, is anxious to sell as much as possible and believes 
that sales possibilities are enhanced if a full and complete assortment is 



380 Principles of Marketing 

stocked. This also forces the dealer to greater effort. The dealer, however, 
may be unwilling to carry the necessary investment in merchandise and may 
think it unwise to stock the amount recommended by the manufacturer. 
Finally, if the manufacturer fails, or goes out of business, or if for any other 
reason the exclusive agent loses or gives up the agency for the product, 
the time and effort of the dealer in building good will for the exclusive 
merchandise are lost, and he has difficulty in substituting other products 
for the ones he has recommended so highly to his clientele. The import- 
ance of this depends in large part, of course, on the relation of the vol- 
ume of business done in the manufacturer’s line to the dealer’s total busi- 
ness. It would be of only slight importance to a department store to lose 
the exclusive agency for a brand of women’s hosiery, whereas a retailer of 
automobiles who lost his agency might be forced to abandon his business. 

The Concept of Channel Competition.^** The policy followed by the 
manufacturer in determining how many middlemen will be utilized in per- 
forming the contactual function has considerable influence on the nature 
of competition. In the case of products with widespread distribution, such 
as dentifrices, cigarettes, and many food and drug items, the emphasis is on 
horizontal competition at the various distributive levels. Manufacturers, 
wholesalers, and retailers do not usually work closely together. Manufacturers 
compete among themselves to create a demand for their own products. 
Wholesalers handle the lines of all manufacturers, or at least of a con- 
siderable number, and compete among themselves for the retailers’ patronage. 
Retailers are in the same position with respect to consumers. Their principal 
problem is to obtpin business at the expense of other retailers, and they are 
not greatly concerned as to which manufacturers’ products are in demand. 

When exclusive or limited agencies exist, however, the nature of com- 
petition is much different. The manufacturer, wholesale distributor, and 
retail dealer will usually work, or attempt to work, in close cooperation with 
one another to sell the products of the manufacturer. All three have common 
economic interests, and the welfare of each depends not only upon his own 
actions but also upon the actions of the other members of the distribution 
channel. Competition follows a vertical alignment which pits the entire 
channel for one product against the entire channel for competitive products. 
Channel competition is air important aspect of the marketing system, but 
it has not been studied to the extent that competition among individual firms 
has been and its full significance is not always realized. 

*oSee Reavis Cox, "Quantity Limits and the Theory of Economic Opportunity," in 
Reavis Cox and Wroe Aldeison (eds.). Theory in Marketing (Homewood, 111.; Irwin, 1950), 
pp. 237-40. 
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DEMAND CREATION 

It is difficult perhaps to make a clear-cut distinction as to the point at 
which the contactual function ends and demand creation begins. Some of 
the activities of product planning and development are also related to de- 
mand creation. For our purposes it does not appear to be necessary to define 
exact boundaries. All of the functions of selling are closely interwoven, as 
indeed are all of the functions of marketing. Thus demand creation may be 
defined as all special efforts to stimulate a desire for goods, with the ultimate 
objective of sale at a profit. A wide variety of demand-creational efforts have 
been developed, but the two most important are solicitation by salesmen and 
solicitation by advertising. Other methods, which are often grouped under the 
term “sales promotion,*' arc demonstrations, premiums including the use of 
trading stamps, exhibitions and trade fairs, attractive display, services, and 
samples. In addition, there is the satisfaction created by the product in use. 
But all of these must be used in conjunction with personal solicitation or 
advertising or both. 


Personal Solicitation by Salesmen 

This was the first method of demand creation to develop and is still the 
most important and the most widely used. Although exact figures are not 
available as to the amounts spent on personal solicitation by salesmen, Tosdal 
has estimated conservatively for the middle fifties a figure of almost $25 
billion per year,*^ about two and one half times the amount spent for ad- 
vertising. 

The principal advantages to the use of salesmen are that it is a selective 
method and that it involves personal contact with the prospective buyer. 
Salesmen can make a direct appeal to a selected list of prospects, they can 
make a personal presentation adapted to each prospective purchaser, and 
they can give information and advice to buyers and gather information for 
the firm they represent. They can show samples and make demonstrations, 
services which are particularly useful in the sale of new products. They can 
often help an indecisive prospect to make up his mind. Sometimes they make 
deliveries and collections, and they may create good will which is valuable 
to a firm. 

21 The figure is derived as follows: the cost of outside salesmen — ^salaries, commissions, 
and expenses — $12 billion; super\'ision of outside salesmen (20 per cent of above figure), 
$2.4 billion; cost of retail selling, $10 billion; total cost, $24.4 billion. Not included are 
several items such as equipment for salespersons and staff services. See Hanf R. Tosdal, 
Selling in Our Economy (Homewood, 111., Irwin, 1957), pp. 30-1. 
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Probably the greatest disadvantage in the use of salesmen is the element 
of expense. Personal calls are expensive, and unless the unit of sale is large, 
the cost may be prohibitive. Consequently, few large finns rely entirely on 
salesmen, but they use them in conjunction with other and cheaper means 
of demand creation. The compensation and expenses of salesmen constitute 
a large part of the total cost of demand creation, and the effective manage- 
ment of salesmen is of vital importance to most business finns. 

Organization of the Sales Force. Figure 18-1 shows a simplified, but com- 
mon, form of marketing organization used by large manufacturers. The three- 
fold division of tenitorial management shown in this figure might be found 
in a large sales organization that sells intensively over a wide territory. A 
medium-size firm might use an organization in which the salesmen are con- 
trolled from branches that report directly to the home office. Many sales 
organizations, of course, are small, with salesmen reporting directly to the 
home office, and frequently with no person devoting the major part of his 
time to their management.*^ 

The most common arrangement for the use of salesmen is that in which 
each one sells all of the company’s products in a particular geographical area. 
A particular company’s lines, however, may be so wide or its products may 
be so varied that its sales force is divided into special groups, each selling 
only one or several products of the complete line. One manufacturer of in- 
dustrial goods, for example, has nine separate sales departments, each with 
its own salesmen. One sells diesel motors, one sells air conditioning equip- 
ment, another sells scales, and so on. In other cases, although the products 
are similar, it is necessary to sp^ialize in selling to particular classes of cus- 
tomers in order to obtain the best results. A public utility company desiring 
to increase its sale of gas and gas equipment for heating had special men 
selling to homes, others selling to apartment houses and hotels, and several 
others who were specialists in selling to different types of industrial prospects. 
Such specialization by products or by classes of customers results in more than 
one salesman covering a particular geographical area and adds to the total sell- 
ing cost. It can be justified only when the increase in total sales is great enough 
to offset the additional cost. Many companies combine two or three of these 
methods. They may, for example, have territorial salesmen who sell all of the 
company’s products to all classes of buyers in some areas, and other salesmen 
who specialize on particular products or particular classes of customers only 
where there is an adequate concentration of buying power to warrant the 
additional expense that results from their use. 

For a discussion of sales organizations and recent changes in them, complete with 
numerous illustrative diagrams, see Henry Bund and James W. Carroll, **The Changing 
Role of the Marketing Function,” Journal of Marketing, January 1957, pp. 300-25. 
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Figure 18-1. Marketing Organization Chart. 


Advertising 

Advertising may be defined as “ any paid form of non-personal presenta - 
tion and promotion of ideas, goods, or services bv an identified sponsor.” *» 
Demand creation through advertising involves the use of the written, printed, 
or spoken word, pictures, diagrams, and symbols. ITie amount spent for ad- 
vertising in 1959 was estimated by Printers’ Ink at $1 1.1 billion.** This includes 

*» Marketing Definitions, op.cit., p. 9. - 

** Printers’ Ink, August 12, 1960, p. 11. 















384 Principles of Marketinc 

the cost of time and space, talent, production, and all other items charged 
to an advertiser’s budget by media. Approximately 60 per cent of the total 
was spent by national advertisers, the balance by local advertisers. 

Tlie chief advantages of advertising arise from its character as a mass 
medium of communication and from its capacity for repetition. A single 
advertisement may reach large numbers of people at relatively low cost and, 
in contrast to a single infrequent call by a salesman, advertising may bring 
an article to the attention of a prospective buyer repeatedly and at short 
intervals. It may be used to spread information over wider areas, and it may 
reach and create demand among individuals who would not be considered 
good prospects for salesmen. Its chief disadvantages are that it is impersonal 
and easily ignored, it cannot answer questions unless they have been antici- 
pated and the necessary information is included, and it is usually therefore 
less effective than is personal salesmanship. 

Although less money is spent in total for advertising than for personal 
selling, advertising is an important element in the sales program of many 
businesses, especially those involved in the marketing of consumer goods. It 
is seldom used as the sole method of demand creation but rather as an im- 
portant complement to personal selling. It often sen'cs the purpose of creat- 
ing a favorable impression regarding the product and thus makes buyers more 
receptive to the personal selling effort. Many firms also engage in institutional 
advertising, rather than the advertising of specific products, to create a com- 
pany image and maintain their identification and status in economic society. 

The Advertising Agency. Although most business firms that spend an 
appreciable amount of money for advertising maintain their own advertising 
departments to plan and supervise expenditures, the specialized knowledge 
required for effective advertising has led to the development of the adver- 
tising agency. While originally acting as space brokers for periodicals, ad- 
vertising agencies now serve national advertisers by preparing their advertising. 
They are familiar with advertising methods and media and so are able to 
provide counsel on advertising policies, prepare advertisements, and buy 
space and time for their clients. 'Fhe complete service of a modern advertis- 
ing agency also provides facilities for product and marketing research, radio 
and television production, counsel on general marketing problem;^ and even 
for planning fhe complete selling campaign. When an agency provides a 
complete service of this kind, it can render more effective servtice for its 
clients and carry out more effective advertising campaigns. 

Because advertising agencies originally represented publications,’ they were 
given a commission — traditionally 15 per cent— for the sale of space. They 
now iq>resent the advertisers, but the media have retained the system of 
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paying commissions on space sold through the agencies. This has been done 
by general agreement, on the principle that the agencies make advertising 
more effective and thereby stimulate the growth of the advertising business. 
But as agencies have come to offer more complete service to the advertiser, 
the practice of charging fees in addition to their commissions on publication 
space and radio and television time has developed. Thus fees are frequently 
charged the client for conducting extensive research operations and for pro- 
ducing radio and television programs. But large advertisers may be given 
such services without charge, because the commissions to the agency for 
the space they use are so large that they can demand free service. 

Recently there has been considerable controversy regarding the 15 per 
cent commission to the agency, a commission that is not available to the 
advertiser who bypasses the agency and places his advertising directly with 
the media. In 1955 the United States Department of Justice brought action 
against several publishers’ associations and the American Association of Ad- 
vertising Agencies, charging that the maintenance of the 15 per cent com- 
mission by general agreement constituted a violation of the antitrust laws. 
The defendants, in the settlement of the case in 1956, cancelled the general 
agreement, but individual media arc still granting the 15 per cent commis- 
sion. Some national advertisers would prefer to eliminate the commission 
and have the charge for space and time reduced by that amount. This would 
give the advertiser greater freedom of choice in deciding whether, and to what 
extent, he might employ the services of an agency.*® 


Other Methods of Demand Creation 

Although personal selling and advertising represent the basic methods 
of demand creation, tllerc are many other ways by .which sellers attempt to 
stimulate sales. In some lines, manufacturers display tBeir products at trade 
fairs and exhibitions or establish show rooms in attractive surroundings where 
buyers may come to examine the merchandise. Retail stores place a great 
deal of emphasis on attractive window and counter display to create an 
initial interest in the merchandise. The growth of supermarkets and self- 
service in retailing has led more and more to the creation of demand through 
the mass display of the products offered for sale. Stores of this type render 
a minimum of scr^'ice to the customer. Other firms attempt to create demand 

For a comprehensive report on this and other aspects of agency-client relationships, 
see Albert W. Frey and Kenneth R. Davis, The Advertising Indttstry: Agency Services, 
Working Relationships, Compensation Methods (New York: Association gf National 
Advertisers, 1958). * •> 
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through the offering of extensive services in connection with the sale: de- 
livery, credit, and many others. 

The distribution of free samples of a product, either through retail stores 
or directly to the home, is another method of demand creation that has been 
used frequently. Similar to this is the distribution of coupons to householders 
by manufacturers. These coupons are worth a certain amount of money when 
applied to the purchase of a specified product at any retail store. Samples 
and coupons are most commonly used in connection with food and household 
products. 

Premiums constitute another method of demand creation, of which a 
special form is the use of trading stamps. In recent years, trading stamps have 
become a big business and subject of much controversy. Trading stamps are 
purchased by retailers from a stamp company and given to customers of the 
retailer in proportion to their purchases. The consumer accumulates stamps 
until he has a sufficient quantity to obtain a desired merchandise premium, 
at which time he presents them for redemption to the stamp company. 'Frad- 
ing stamps appear to be an effective demand-creational device for some re- 
tailers, under certain conditions and if properly promoted.^® 

A final method of demand creation is the satisfaction obtained by the 
purchaser in the use of the article. The continued sale of most commodities 
depends upon this satisfaction. A large proportion of cverjday purchases arc 
made because a product has proved satisfactory to the purchaser or to his 
friends. If a consumer has tried a product and finds it satisfactorv, he is likely 
to buy it the next time he needs an article of the same kind. If his friends 
like it, he is prone to try it himself.*^ Satisfactory products in actual use 
constitute the final test of the effectiveness with which the selling function 
is performed. 


THE MARKETING MIX 

The marketing oBJB^tive of a seller is to combine the various sales-pro- 
ducing elements in such a way that he will achieve the necessary volume of 
sales at a cost that will permit him to make a desired profit. These sales- 
producing elements may be designated as ‘‘the marketing mix/' and they 
include the product, the brand, the package, personal selling, advertising, 

See Albert Haring and Wallace O, Yoder (eds.). Trading Stamp Practice and Pricing 
Policy f Indiana Business Report No. 27 (Bloomington: Bureau of Business 'Rc.scarch, In- 
diana University, 1958); Eugene R. Beem, “Who Profits from Trading Staii^ps?” Harvard 
Business Review, Novembcr-December 1957, pp. 123-36; and Harvey L. Vredenburg, 
Trading Stamps (Bloomington: Bureau of Business Research, Indiana University, 1956). 

2^ See, for example, Robert C. Brooks, Jr., 'Word-of-Mouth* Advertising in Selling 
New Products," Journal of Marketing, October 1957, pp. 154-61. 
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and the other demand-creational activities specified above, as well as the 
price and the channels of distribution.** Most of these elements have been 
designated here as phases of the selling function and the others are obviously 
closely allied. 

The problem of the seller is how to combine these various elements of 
marketing strategy. Shall he spend large sums of money to develop new 
products or spend this money to promote the sale of existing products? If 
higher margins are given to middlemen, will the manufacturer be able to 
reduce his own expenditures for demand-creational activities? If the price 
of the product is established below the market level, will the seller be able 
to reduce his expenditure for personal selling? How much effort should be 
devoted to packaging in comparison with advertising? What proportion of 
demand-creational expenditures should be made for personal selling, for 
advertising, and for other methods? 

I’hese are illustrative of the types of deeisions that must be made by 
marketing management. These various elements of selling tend to be used 
jointly. Each firm must try to find the best combination for its particular 
situation at a particular time. Moreover the decisions are not easily made. 
In many instances it is difficult to obtain information upon which to base 
a decision. There are so many alternative mixes available that it is difficult 
to run elaborate experiments that will measure the results of various com- 
binations. Furthermore, costs change, competition changes, and consumer 
tastes change, making it necessary to vary the mix from time to time. 

Nevertheless, decisions arc made with respect to the marketing mix. New 
products arc created and changes are made in existing products. Packages 
are redesigned from time to time. Price and channel policies are established. 
Determinations are made with respect to the allocation of expenditures for 
personal selling and advertising. 'Ilicse arc largely decisions made by the 
individual firm for its own situation. They do not necessarily have general 
applicability, although we do know, for example, that industrial goods manu- 
facturers tend to spend proportionally less for advertising than do consumer 
goods manufacturers.*® On the other hand, we also know' that competing 
companies in the same industry usually utilize different mixes. 

Marketing students and economists have not been too helpful in pro- 
viding guides to the solution of the problem of the marketing mix. Such study 

28 See Albert W. Frey, How Many Dollars for Advertising (New York: Ronald, 1955). 

28 One recent survey indicates that the median expenditure for advertising by con« 
sumcr goods manufacturers was 3 per cent of sales compared with 0.8 per cent for industrial 
goods fimis. See Dale Houghton, “Marketing Costs: What Ratio to Sales?” Printers* Ink^ 
February 1, 1957, pp. 23 ff. A study by Edwin H. Lewis in 1954 compares advertising and 
personal selling expenditures for 38 manufacturers. For results, see John A. Howard, 
Marketing Management: Analysis and Decision (Homewood, 111.: Irwin, 1957j', p. 324. 
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as they have devoted to the subject has been concerned primarily with the 
determination of advertising expenditures, possibly because business executives 
appear to be less satisfied with their decisions regarding advertising than with 
those regarding other elements of the mix. On the other hand, one writer 
states that decisions as to the personal selling appropriation are made almost 
entirely on an intuitive basis.®® We need more study of the marketing mix 
to determine whether principles can be established for the guidance of mar- 
keting managers.®^ 

EVALUATION OF THE SELLING FUNCTION 

It is evident from the foregoing discussion that the selling function in- 
volves many marketing activities and that large sums of money are spent 
in attempts to sell goods. A considerable amount of criticism has been di- 
rected at modem large-scale selling efforts. Actually, most of this criticism 
has been concerned with advertising rather than with personal selling or 
with product planning and development. The reason for this appears to be 
that advertising, being aimed at the mass market and containing a consider- 
able amount of repetition, is a more pervasive phenomenon than are some 
of the other selling activities. As noted above, advertising is not necessarily 
the most important, and certainly not the most expensive, of the various 
methods used in selling. It is in fact customarily utilized to reduce the total 
cost of selling in relation to what it would be if advertising were not used. 
Accordingly, the criticisms directed at advertising will be considered here as 
being equally ai^licable to all large-scale selling methods, and it is to be 
understood that the latter are included in the general discussion. 


Criticisms of Large-Scale Selling Methods 

It is alleged that modern selling methods do not give the consumer 
adequate buying information and that they influence him to buy the wrong 
products, sometimes through the use of false and misleading statements. 
That this criticism has some validity cannot be denied. That false and mis- 

John A. Howard, op.cit., p. 352. 

For suggestions regarding possible approaches to this problem, sec Alpert W. Frey, 
op.cit. Chap. 4, and John A. Howard, op.cit. Chaps. 13 and 14. For a theor^ical approach 
to the entire problem of determining the marketing mix, see P. J. Verdoorb, “Marketing 
from the Producer’s Point of View,” Journal of Marketing, January 1956| pp. 221-35. 
For a suggested formula to determine the optimum number of salesmen, Isee Walter J. 
Semlow, “How Many Salesmen Do You Need?” Harvard Business Review, May-June 
1959, pp. 126-32. 

For an excellent and complete discussion of this subject, see Harry R. Tosdal, op.cit., 
esp. Chaps. S-10. 
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leading advertising is a problem, for example, is recognized by the fact that 
there is federal legislation prohibiting it, legislation that will be discussed in 
a later chapter. Nevertheless, a great deal of accurate buying information is 
made available to the consumer through advertising and personal selling, 
and the consumer apparently finds it helpful in making choices that are 
satisfactory to him. If this were not true, it seems likely that some products 
with large selling budgets would no longer be available in the market. 

It is also alleged that selling costs are too high and that there is waste 
in the use of resources. There is little question that selling costs in some lines 
have become excessive and wasteful. But in a competitive society, and in 
any other type of society for that matter, some waste is inevitable. Moreover, 
as has been pointed out previously, the seller does not have suflicient infor- 
mation by which to determine the optimum combination of the elements 
involved in the selling mix. Errors in judgment inevitably will be made, re- 
sulting in higher selling costs than necessary to accomplish the desired result. 
But this is not sufficient to indict large-scale selling methods. The principal 
question to be answered is whether the sums spent for selling in an enter- 
prise econ^iim) icsiilt in a better product for the consumer at a lower price 
than would otherwise be the case. 

Large-Scale Selling and Costs 

In a modem industrial economy, effective selling effort goes hand in hand 
with large-scale production. It enables manufacturers to sell their output, to 
maintain and increase their scale of operation, and thereby to achieve manu- 
facturing economies. Thus the price of the product can be reduced to the 
consumer despite the fact that selling costs are higher than they would be 
in a less developed economy. Tliat the economies of modern large-scale, 
mechanized production have more than offset the increased cost of selling 
that has been necessary to market factory-made products is indicated by the 
fact that per capita production has increased. In other words, the total cost 
of making and selling most products has tended to decline as markets have 
expanded. Increased marketing costs, including selling, have been more than 
offset by decreased production costs. 

This, in the final analysis, is the basic social justification for the selling 
function. Although it is difficult to make direct comparisons, because of the 
changes that take place both in products and in price levels, there can be 
little doubt that the modern consumer obtains better products at a lower 
real cost than did his counterpart of an earlier era. Obviously there are some 
exceptions, cases in which selling efforts result principally in incr^sing the 
costs of competition without increasing the total market for the product. In 
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these instances, a higher price for the product tends to be the result, and 
may be regarded as a cost of our enterprise system. On balance, however, 
we may conclude that selling is a necessary and worthwhile function and that 
the large sums of money devoted to it have brought consumers more and 
better products at a lower total cost than would have been possible otherwise. 


QUESTIONS FOR DISCUSSION 

1. Phillip MeVey in the article cited in the bibliography takes exception to the 
idea that a channel of distribution is an integrated or organized business entity 
controlled by the manufacturer. He states that the businessman is more likely 
to deal only with the suppliers and customers immediately adjacent to him 
rather than with all of the links in the channel and that the manufacturer 
“may little know or care what becomes of his products after they leave the 
hands of some merchant middleman who has paid him for them. . . ” Com- 
pare this point of view with the concept of channel competition of Rcavis 
Cox, as mentioned in this chapter, and indicate and illustrate the conditions 
under which each may be correct. 

2. The cost to a retailer of giving trading stamps is about 2 per cent of his sales 
volume providing that he gives them with every purchase. An article in the 
August 1960 issue of Fortune states that trading stamps are given with about 
40 per cent of all grocery store sales and with 15 per cent of all retail sales. 
It is further stated that 75 per cent of all American families now save trading 
stamps and that there are 250 stamp companies in the United States. 

Assume that you are a retailer in a state which has had a restrictive law 
with respect to trading stamps but that this law has just been repealed. You 
are approached by the leading stamp company with a proposal to handle its 
stamps. Would you do so if you were (a) the leading department store of the 
city, (b) a large independent supermarket, (c) a medium-size gasoline service 
station? Why of why not? 

3. Why does each of the following products tend to be sold through limited 
or exclusive agencies: (a) gasoline, (b) electrical appliances, (c) automobiles, 
(d) high quality men's suits, (e) paint? 


SELECTED BIBLIOGRAPHY 

Aspley, J. C., The Sales Manager's Handbook, 6th ed. (Chicago: The Dartncll 
Corporation, 1950). 

Borden, Neil H., The Economic Effects of Advertising (Homewood!, 111.: Irwin, 
1942). 

Bund, Henry, and James W. Carroll, “The Changing Roie of the Marketing 
Function," Journal of Marketing, January 1957, pp. 268-325. 

Cole, Robert H., Lloyd M. DeBoer, R. D. Millican, and Nugeilt Wedding, 
Manufacturer and Distributor Brands (Urbana: Bureau of Economic and 
Business Research, University of Illinois, 1955). 



Selling 391 

Cunan, K. J., “Exclusive Dealing and Public Policy/' Journal of Marketing, Oc- 
tober 1950, pp. 133-44. 

Dirksen, Charles J., and Arthur Kroeger, Advertising Principles and Problems 
(Homewood, 111.: Irwin, 1959). 

Forrester, Jay W., “Advertising: A Problem in Industrial Dynamics," Harvard 
Business Review, March-April 1959, pp. 100-10. 

Frey, Albert W., How Many Dollars for Advertising (New York: Ronald, 1955). 

Hewitt, Charles M., Jr., Automobile Franchise Agreements, Indiana University 
School of Business Study No. 39 (Homewood, 111.: Irwin, 1956). 

Howard, John A., Marketing Management: Analysis and Decision (Homewood, 
111.: Irwin, 1957). 

Johnson, Lewis K., Sales and Marketing Management (Boston: Allyn and Bacon, 
1957). 

Kirkpatrick, C. A., Advertising: Mass Communication in Marketing (Boston: 
Houghton Mifflin, 1959). 

Kline, Charles 1 1., “The Strategy of Product Policy," Harvard Business Review, 
July-August 1955, pp. 91-100. 

Larson, Gustav E., Developing and Selling New Products (Washington, D.C.: 
U.S. Department of Commerce, 1949). 

Lippincott, J. Gordon, and Walter P. Margulies, “Packaging in Top-Level Plan- 
ning," Ilat^anl Business Review, Sep tcmbci -October 1956, pp. 46-54. 

Maynard, H. H., and James H. Davis, Sales Management, 3rd ed. (New York: 
Ronald, 1957). 

McGarry, Edmund D., “The Contactiuil Function in Marketing," Journal of 
Business, April 1951, pp. 96-113. 

, “'Flic Propaganda Function in Marketing," Journal of Marketing, Oc- 
tober 1958, pp. 131-9. 

MeVey, Phillip, “Are Channels of Distribution What the Textbooks Say?" Jour- 
nal of Marketing, January 1960, pp. 61-5. 

Pease, Otis, Fhe Responsibilities of American Advertising (New Haven: Yale 
University Press, 1958). 

Phelps, D. Maynard, Planning the Product (Homewood, 111.- Irwin, 1947). 

, and J. Howard Westing, Sales Management: Policies and Procedures, 

rev. cd. (Homewood, 111.: Irwin, 1960). 

Sandage, C. ll. and Vernon Fryburger, Advertising: Theory and Practice, 5th ed. 
(Homewood, 111.: Irwin, 1958). 

Stanton, William J., and Richard H. Buskirk, Management of the Sales Force 
(Homewood, 111.: Irwin, 1959). 

Staudt, Thomas A., “Program for Product Diversification," Harvard Business Re- 
view, Novcmbcr-Deccmber 1954, pp. 121-31. 

Still, Richard R., and E. W. Cundiff, Sales Management: Decisions, Policies, arid 
Cases (Englewood Cliffs, N.J.: Prenticc-Hall, 1958). 

Tosdal, Harry R., Introduction to Sales Management, 4th cd. (New York; McGraw- 
Hill, 1957). 

, Selling in Our Economy (Homewood, 111.: Irwin, 1957). 

Verdoorn, P. J., “Marketing from the Producer's Point of View," Journal of Mar- 
keting, January 1956, pp. 221-35. 




BUYING 


In every marketing transaction, there must be a buyer as well as a 
seller. Despite the fact that the seller usually takes the initiative in the ne- 
gotiations leading up to the final transaction, there are many marketing 
activities that must be performed by the buyer. These activities were grouped 
in Chapter 1 into the following subfunctions: (1) planning assortments, (2) 
the contactual, (3) assembling, (4) negotiation, and (5) the contractual. As 
in the case of the discussion of the selling function, the negotiatory and the 
contractual functions will not be treated in detail. 

In order to show how various types of buyers perform the buying func- 
tion, it is necessary to classify them into somewhat homogeneous groups. 
First, there are the manufacturers and other business buyers who purchase 
raw materials, supplies, parts, and equipment for use in their own operations. 
Secondly, there are the middlemen, wholesalers and retailers, who buy mer- 
chandise for resale. Finally, there is the ultimate consumer who buys for his 
own use. The buying problems of the ultimate consumer were discussed in 
Chapter 7 and will be referred to here only when they are particularly per- 
tinent to the discussion. We shall be concerned primarily, therefore, with 
the performance of the various buying functions by manufacturers buying 
goods for their own use and middlemen buying for resale. 

PLANNING ASSORTMENTS 

In a modem economy, the average consumer expects to be able to buy 
what he wants when he wants it. He is generally able to do sb because of 
the planning activities of manufacturers and middlemen. ^Fhc essence of 
planning is judgment. What products will consumers need? Irt what quali- 
ties and quantities? How rapidly will they be consumed? Finding the answers 
to these questions constitutes the basis of the planning function for the 

392 
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buyer. Most commodities are available on short notice because of the ac- 
tivities of a large number of specialists who make it their business to judge 
in advance what the nature and volume of demand will be and who produce 
or purchase the goods far enough in advance of final demand to have them 
ready for use. 


Budgeting 

Although businessmen approach the planning function in various ways, 
the use of a budget is recommended. In fact, a budget, which is simply an 
over-all plan for operations, is essential to the efficient performance of the 
buying function. The budget, for either the manufacturer or the middleman, 
starts with a forecast of the probable sales volume to be attained during a 
specified future period of time. From this information the manufacturer can 
determine the necessary rate of production, and the middleman can deter- 
mine the amount of stock that he must carry, to achieve this expected sales 
volume. Finally, the over-all purchasing budget is established. 

Detemunhig Order Quantities. Various devices may be used to fill in 
the details of the purchasing budget, i.e., to determine the exact quantity 
to order of each size, color, type, or item. The manufacturer makes lists of 
supplies and materials necessary to maintain his production schedule. He 
then compares the prices that may be obtained by ordering larger quantities 
with those charged for smaller orders, takes into account the costs of carry- 
ing the larger quantities in stock, and determines the most economical amount 
to order. 

Middlemen use similar procedures. For convenience goods, a basic stock 
list may be maintained. I’his lists each item to be carried in stock, indicates 
the minimum amount desired, and specifies the reorder quantity. An analysis 
of past sales records is necessary to determine the proper information for the 
basic stock list. Of particular importance is information regarding the rate 
of sale of the various items. Moreover, basic stock lists must be revised as 
rates of sale change and as items are added to or dropped from stock. 

For fashion merchandise, a model stock plan may be utilized. This spe- 
cifics the assortment of merchandise that should be carried according to 
size, color, price line, and style. It is derived in part from past sales and in 
part from forecasts of expected demand and serves as the basic buying plan 
for the particular type of merchandise. It is often used in conjunction with 
a perpetual inventory system which shows daily sales by color and style.' 

1 For more detailed discussions of basic stock lists and model stock plans, see Delbert J. 
Duncan and Charles F. Phillips, Retailing: Principles and Methods, 5th ed. (Homewood, 
111,; Irwin, 1959), pp. 248-56. 
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Stock Turnover. A proper rate of stock turnover is an important and 
desired result of good management. It does not depend alone upon efficient 
buying, since proper pricing and effective selling are also necessary, but the 
accurate determination of order quantities is an important element in arriv- 
ing at the desired rate of stock turnover. Stock, or merchandise, turnover can 
be defined as the number of times the average inventory of stock is sold (and 
replaced) during a certain period, usually one year. It may be computed by 
dividing the cost of goods sold by the average inventory at cost, or by divid- 
ing the net sales by the average inventory at selling prices. Thus, in the first 
method, if the cost of goods sold is $200,000 and the average inventory at 
cost is $25,000, then $200,000 divided by $25,000 gives a turnover of eight 
times. To illustrate the second method, assume that net sales arc $300,000 
and the average inventory at selling price is $37,500. Dividing $300,000 by 
$37,500 gives the same rate, eight. 

There are specific advantages which accrue from a rapid turnover. It is 
a governing principle of sound merchandising that only so much capital 
should be tied up in stocks as is necessary to furnish adequate service to the 
firm’s customers. With a rapid turnover, the investment necessary to do a 
given volume of business is reduced. There is likewise a saving of interest on 
the investment in stock when the inventory is small, and insurance and per- 
sonal property taxes are less. The risks and losses of carrying a large inventory 
are reduced since there is less danger of physical deterioration, a smaller num- 
ber of goods will be left to dispose of at marked-down prices at the end of 
a season or following fashion changes, and shelf-worn goods will be less in 
evidence. Stocks are more likely to be fresh and up to date, they will occupy 
less storage space, and the cost of handling them will be reduced. 

Although a high rate of turnover is very desirable, there are certain hazards 
which lie in efforts to obtain too fast a rate. Merchandise is likely to be 
reduced in amount and variety until a loss in sales takes place or, where 
larger stocks are maintained and low markups are used to increase the rapidity 
of turnover, it often happens that profit margins are inadequate to cover 
expense requirements. Then, too, buying in small amounts, when carried to 
extremes, frequently brings about an increase in the unit cost of merchandise 
and in buying and selling expenses, which largely offsets the savings realized 
through speeding up the rate of turnover. 

The Problem of Fashion 

In planning assortments, even for convenience goods, it is never easy to 
keep up with changing consumer tastes. For fashion merchandise, it is a 
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particularly difGcult problem and one which must be constantly studied by 
the manufacturer and middleman. Fashion has been defined “as a conception 
of what is currently appropriate.” * It differs from a style in that the latter 
is a permanent thing, in the classic words of Paul Nystrom, “a characteristic 
or distinctive mode or method of expression, presentation, or conception in 
the field of some art.” ® A fashion is a style that is in demand, that has gained 
some popular use. So long as it is more or less widely accepted it remains 
a fashion, but sooner or later it is replaced by another fashion. 

Fashion change is usually considered to be an evolutionary process, and 
general changes in consumer demand often are brought about slowly and 
gradually. But particular manifestations of fashion, for example, color prefer- 
ences, often change very quickly. Moreover, fashions which have been in 
existence for a long time and which have developed excessive versions gen- 
erally die suddenly and arbitrarily.^ The pattern of fashion change has been 
described in terms of a three-stage cyclc.*’^ Tlie first stage is the period of dis- 
tinctiveness when the particular style is being purchased and used by a rela- 
tively few people who desire something unusual. During the second period, 
that of emuliU ion, the style gains wider acceptance. During the third stage, 
economy in emulation, the style is sold in large quantities and at low prices. 
In a modern economy with rapid communication and the widespread dis- 
semination of fashion information, it is difficult to distinguish these three 
stages of the fashion cycle. Almost everyone wants the same thing at the same 
time and the cycle has been described as a blur rather than a distinguishable 
phenomenon.® 

It is thus evident that the retailer of fashion merchandise has a par- 
ticularly difficult buying problem. He must anticipate fashion trends in such 
a way that he will stock the proper merchandise at the beginning of a selling 
season, will have adequate stocks on hand throughout the period of popular- 
ity of a style, but w'ill not be overstocked when fashion changes to a new 
style. Fashion information and opinions are available, of course, from many 
sources: trade papers and fashion magazines, fashion advisory services, buying 
offices in fashion centers, and manufacturers and other sources of supply. 
Market trends in the leading fashion centers must be studied, and competitive 
stores in a retailer s own market area are often shopped for fashion infor- 

2 Alfred II. Daniels, “Fashion Merchandising,” Harvard Business Review, May 1951, 
p. 51. 

2 Paul II. Nystrom, Economics of Fashion (New York: Ronald, 1928), p. 3. 

^For an interesting discussion of this point with numerous examples, see Dwight E. 
Robinson, “Fashion Theory and Product Design,” Harvard Business Review, November- 
December 1958, pp. 126-38. 

» Melvin T. Copeland, Principles of Merchandising (Chicago; Shaw, 1924), pp. 163-7. 

•Alfred H. Daniels, op.cit., p. 52. 
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mation. In addition, it is essential that close watch be kept of exactly which 
items, colors, and 'designs are selling well, and most retailers of fashion goods 
keep perpetual inventory records on which unit sales are recorded daily. Those 
items and colors which sell rapidly are reordered while slow sellers are marked 
down for quick disposal and are not reordered. In fashion merchandise timing 
is very important, and it is often desirable for a retailer to stop reordering a 
foshion at the time that it appears to be at its peak of popularity. By doing 
so, assuming his judgment is correct, he will exhaust his stock of the item 
in an orderly manner as its popularity declines. 

Despite the problems involved, there is nothing mysterious about fashion 
merchandising. All buying is concerned primarily with three questions: what, 
how much, and when. The answers to these questions for fashion merchandise 
are somewhat more diflEcult to obtain than they are for other goods. But 
successful buyers of fashion items do not necessarily have a "flair for fashion” 
or any sixth sense which enables them miraculously to forecast consumer 
demand. They rely on careful study of all available fashion information— on 
facts rather than on intuition. In this connection, the use of unit sales records 
is of considerable importance. This is illustrated by the successful buyer who 
operated entirely from unit control cards and claimed to have no knowledge 
whatsoever of what the dresses in his stock looked like. Such a procedure is 
not necessarily recommended, but it does indicate that an analytical and 
factual approach to fashion buying is essential. 


Effect of Price Changes on Buying Plans 

The objective of the typical buyer, whether manufacturer or middleman, 
is to follow a buying plan that will result in balanced assortments and in- 
ventories in relation to anticipated sales and needs. Orders are placed at 
regular intervals for such quantities as are necessary to maintain adequate 
stocks for manufacture or for resale, in the light of economical order quanti- 
ties, the costs of carrying the goods in stock, and the desired rate of stock 
turnover. This type of buying plan, by its very nature, must be predicated 
in most instances upon the assumption of a stable, or almost stable, price 
level. When prices are changing rapidly, or are expected to change, a new 
element is injected into the buyer’s planning, whether to accumulate stocks 
of goods or whether to permit them to fall to lower-than-normal levels. 

Hand-to-Mouth Buying. If prices are declining, the buyer will usually 
reduce order quantities, order more frequently, and maintain shocks at the 
minimum level necessary for current operations. Such a poliey is termed 
"hand-to-mouth buying.” It is followed because the buyer desires to mini- 
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mize the possibility of inventory losses. He is willing temporarily to sacrifice 
the quantity discounts available on larger orders and to risk the possibility 
of losing some sales because goods are out of stock. The possible losses that 
may result from a decline in inventory values are often sufl5cient to threaten 
the very existence of a business. By comparison, the higher costs involved 
in hand-to-mouth buying may be quite insignificant. 

Forward Buying. When prices are rising, or if it is anticipated that com- 
modities will be in short supply or deliveries uncertain because of strikes or 
for other reasons, the buyer may tend to follow a policy exactly opposite to 
the one just described. He increases order quantities, buying more than is 
needed for current operations, and accumulates inventories. This policy is 
known as ‘"forward buying.” If such a policy is followed, it is because the 
buyer expects to more than offset the higher costs of carrying the additional 
stocks by monetary gains obtained through the appreciation of inventory 
values. Also, many firms find it necessary at times to follow a policy of for- 
ward buying in order to assure themselves of stocks. But a great deal of cau- 
tion must be used. After a sustained rise in prices has taken place and the 
time appears iMbt propitious for forward buying, it is often the case that 
prices have attained, or nearly attained, their peak. The subsequent decline 
leaves the forward buyer with high-cost inventories that either must be sold 
at a loss or used to produce goods the selling price of which will not cover 
total costs, including the high cost of the materials. In addition, the buyer has 
incurred the added costs of carrying the greater amount of stock. 

An extreme form of forward buying is known as “speculative buying.” 
Here the buyer purchases in quantities considerably larger than would appear 
to be needed during the foreseeable future, often with the idea of reselling 
in the general market rather than to his normal clientele. Such a policy defi- 
nitely should not be followed by the buyer who is in business for the purpose 
of making a normal profit from manufacturing or marketing operations. The 
risk is very great and, if the speculation is not successful, the continued 
existence of the business may be seriously threatened.^ 

THE CONTACTUAL FUNCTION 

From the standpoint of the buyer, the contactual function involves search- 
ing for sources of supply and maintaining contacts with them. Although we 
tend to think of the seller as the one taking the initiative in making contacts, 

’ For an evaluation of forward buying and speculative buying, including a discussion of 
tbc question of when is hand-to-mouth buying speculative, see Howard T. Lewis and W. B. 
England, Procurement: Principles and Cases, 3rd ed. (Homewood, III.: Irwins 1957), 
Chap. 11. ^ 
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there are many instances in which the buyer actually makes the initial con- 
tact. This is, of course, particularly true of the ultimate consumer buying at 
the retail level. The initial contact is usually made when the consumer enters 
the retailer's place of business. Although many retail businesses, for example, 
those engaged in selling household appliances and automobiles, maintain 
outside sales forces for the purpose of making contacts with prospective buyers, 
it is evident that for most of our retail transactions the initial contact is made 
by the buyer. 

Even in buying transactions involving businessmen rather than the ulti- 
mate consumer, many of the initial contacts are made by buyers rather than 
sellers. The buyer of clothing for a retail store generally visits the New York 
market at least twice a year to look over the merchandise offerings of vendors. 
Furniture buyers may make trips to several national and regional markets. 
In these instances, the initial contact often comes largely from the buyer. 
Manufacturers buying supplies, materials, and equipment may also initiate 
the contactual function, especially with respect to items purchased infre- 
quently and during times when important materials are in short supply. In 
the latter instance, buyers may be particularly aggressive in searching for 
sources of supply. Even under normal purchase conditions, particular prod- 
ucts may be so important to the success of the manufacturer who buys them-- 
in the production of uniform goods, in the improvement of processes and 
products, and in the reduction of costs— that he does not wait to be influ- 
enced, but takes the initiative in searching out new raw materials, new equip- 
ment, or new supplies. 


Concentration of Purchases 

One of the buying problems faced by business buyers is the extent to 
which they shall concentrate purchases, and thus contacts, with a single 
source, or a very few sources, of supply in contrast with the utilization of 
a number of sources of supply. There is no very satisfactory answer to this 
question. 

Concentrating purchases with a few suppliers usually reduces the cost 
of performing the contactual function, establishes continuing relationships 
with a small number of suppliers, and thus may result in better service. Large 
orders placed with a few suppliers may result in obtaining quantity discounts 
and lower prices that could not be obtained with small orders spread over 
a larger number of suppliers. 

On the other hand, the concentration of purchases involves some dis- 
advantages. llie inability of a key supplier to meet his commitments, as a 
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result of a natural disaster affecting his plant, e.g., fire or flood, or because 
of a strike, may leave the buyer without vital materials and supplies. Com- 
petition among sellers, who know that the buyer is not committed to a single 
source of supply, may bring better service and lower prices. In general, the 
diversification of purchases tends to give the buyer more flexibility than he 
might have otherwise. 

Most buyers tend to follow a middle policy. They utilize more than one 
source of supply so that they will not be entirely dependent upon a single 
vendor. However, they do not follow a policy of complete diversification, 
preferring to concentrate purchases with a few sources rather than utilize 
many. In this way, buyers achieve most of the advantages of concentration 
and still maintain much of the flexibility of diversification. There are, of 
course, many exceptions, particularly with respect to buying by middlemen. 
Some follow policies of complete concentration, as does the contract chain 
retailer who purchases all dry groceries from the same wholesaler. Others 
often follow policies of extreme diversification, the natural function of a 
middleman being to handle the products of many manufacturers. 


Reciprocal Buying 

In general, reciprocal buying involves the purchase of goods from a sup- 
plier who is expected in turn to buy from the customer. ITms a simple form 
of reciprocity might involve a railroad which buys its rails from a steel com- 
pany that regular!)' uses the facilities of the railroad. Slightly more compli- 
cated is the situation of the railroad which has as customers several steel 
companies and which accordingly allocates its orders for rails among those 
firms in proportion to their patronage of the railroad. Still more complex 
is the situation of the railroad which orders hopper cars from a manufacturer 
of railway equipment and instructs that manufacturer to allocate his orders 
for steel among certain companies in designated proportions, proportions that 
presumably reflect the patronage of the railroad by the various steel producers.® 
It is evident that reciprocity can be a complex problem, more so for manu- 
facturers than for middlemen, and that it has a substantial effect upon the 
performance of the contactual function. 

It may be presumed that few people would defend the practice of reciproc- 
ity when it results in substantially higher prices or definitely poorer service. It 
probably also may be presumed that a majority of businessmen would see 
no harm in it so long as prices, quality, and service were at least as favorable 
as could be obtained from competitive sellers. There can be little doubt that 

® An actual situation described in Lewis and England, op.cit., p. 415. 
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Figure 19-1. Assembly of Consumer Goods. 
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reciprocity is a widely used policy under these latter conditions. There is also 
evidence that it is used to some extent even when the result is the payment 
of higher prices for the purchased items.® That reciprocal relations limit the 
field in which buying is done and tend to limit the alertness of the sales force 
of the selling organization is evident. Moreover, the firm that engages in 
reciprocal relations with one supplier is likely to have pressure brought to 
bear by many other suppliers seeking the same privilege. The result is likely 
to be that exchanges are made on a bargaining basis, and often on unfavor- 
able terms, rather than on the merits of products and services. In view of 
these obvious disadvantages, careful consideration should be given to the 
practice in any specific situation to be certain that the gains are greater than 
the losses. 


ASSEMBLING 

There arc two phases of the assembling function. One is the process of 
concentrating small quantities of like goods from individual producers into 
larger lots which are necessary for economical transportation, storage, grading, 
and sale, for the economical processing of raw materials, and for economical 
wholesale distribution of agricultural products consumed in their natural 
state. This phase of assembling is the process of concentration of individual 
products discussed in Chapter 1. 

The second phase of assembling is that which brings together at consum- 
ing and distributing points— factor}*, wholesale house, retail store— the variety 
of products needed at those points to meet the desires of producers, middle- 
men, and final consumers. Both types of assembling are shown in Figure 19-1. 


Assembling Industrial Goods 

Middlemen are the chief assembling agencies for consumer goods and 
also render an important service in assembling products to be used in manu- 
facturing plants and by other business enterprises. Bui the assembling of 
products for use in manufacture must be completed by the manufacturing 
organization, whether it buys from middlemen or directly from the producers 
of the products that are used. Tlie raw materials, the semimanufactured and 
completed parts that arc used to make the finished product, as well as the 
machinery, equipment, and supplies used in manufacturing and selling opera- 
tions, must be assembled at the plant. In this way products are assembled 
indirectly for those who later buy the finished product. The automobile is 


• Ibid., pp. 415-6. 
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an assembled product in this sense, as well as in the manufacturing sense. 
Even those manufacturers of automobiles who make most of their own parts 
assemble some parts, and perhaps many of the accessories and equipment. 
Tires, speedometers, lighting systems, bodies, windshields, wheels, axles, springs 
—some or all of these are bought ready to install even by the largest manu- 
faeturers. Furthermore, the production of most of these parts likewise neces- 
sitates the purchase of equipment, supplies, raw materials, and semimanufac- 
tured products. 

Assembling by manufacturers may also be more direct. For example, some 
producers of a particular part of a line of goods purchase or handle on con- 
signment, or purchase for resale, the related products of other manufacturers. 
In this manner they arc enabled to handle a “full line” of products with the 
advantages in selling which a complete line sometimes carries with it.^® More- 
over, their overhead expenses may thus be spread over a greater volume of 
sales. Lumber manufacturers who own their own retail yards usually handle 
other building materials; tool manufacturers and manufacturers of machinery 
frequently handle related but noncompeting products made by other firms. 

Sometimes the manufacturer’s own purchasing department searches out 
the sources of the materials needed. I’his is particularly true of large estab- 
lishments and of those which have difficulty in finding the particular kind 
of raw material the>' need. But many manufacturers depend upon middlemen 
to do this work for them. Few, if any, buy all their materials, supplies, and 
equipment directly from producers. 

Assembling Consumer Goods 

The final process of assembling is, of course, that in which the consumer 
brings together the assortment of items he desires to consume. But back of 
him there may have been a long line of assemblers— retailers, wholesalers, agent 
middlemen, manufacturers. Looked at from the point of view of the con- 
sumer the work of all these, as well as of the agencies preceding the manufac- 
turer, is to assemble and prepare commodities for final consumption. The 
consumer looks chiefly to the retailer for these commodities, and the main 
function of the retailer is to assemble them for him. But the retailer, in turn, 
looks to the manufacturer and to wholesale middlemen for the goods he 
handles. They assemble for him. The regular wholesale: in particular plays 
an important part in this process. The grocery wholesaler, for example, and 
the wholesale department of a chain grocery system, assemble hundreds of 
varieties and brands of goods which come from all parts of the world, and 

10 Wholesale and retail dealers often increase their lines for these same reasons. 
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make them available to the retail store, from which they are finally assembled 
by the ultimate consumer. 


ORGANIZING FOR BUYING 

From the foregoing discussion, it is evident that buying is an important 
and complex function, the effective performance of which may well be vital 
to the success of a business enterprise. It is desirable, therefore, to consider 
briefly the types of organization used by manufacturers and middlemen in 
their efforts to establish effective control over the buying function. 

By Manufacturers 

In manufacturing concerns, it is common practice to have the buying 
function organized under a specialized department with a purchasing agent 
in charge. Moreover, when individual purchases involve large expenditures 
at a given time or over a period of time, or when technical considerations 
are particulany important, products and prices arc likely to be passed on by 
a number of members of the organization outside of the purchasing depart- 
ment. These range from workmen who use the products to foremen, factory 
superintendents, industrial research personnel, consulting engineers, architects, 
contractors, and often to higher officials and even the board of directors. The 
more important the article is to the success of production and the larger the 
amount invested, the higher will be the officials who may exercise an influence 
on its purchase. The seller may find, consequently, that although it is rela- 
tively easy to locate individual establishments that are prospects and to de- 
termine the nature and amount of their needs, as compared with the mass 
selling methods used to influence consumer prospects, it is not always easy 
to determine those within the establishment who influence the sale or whose 
decision will result in a purchase. 

By Middlemen 

Among middlemen by contrast, location of the person with authority 
to buy is likely to be somewhat easier. Most retailers and wholesalers of any 
size specialize their buyers by product Uj'OS or product departments. One 
person is designated as the buyer for each of these departments, and he has 
the general authority to buy all merchandise handled by that particular de- 
partment. He is subject, of course, to the general supen ision and control of 
a merchandise manager or general manager, but with respect to ''decisions 
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regarding specific items, the departmental buyer usually has a considerable 
degree of autonomy. 

Resident Buyers. Retailers and wholesalers sometimes utilize the services 
of permanent representatives in large markets. These representatives are com- 
monly called “resident buyers” in the dry goods and clothing trades, and 
“purchasing agents” in the hardware trade. Some serve a single large depart- 
ment store or chain organization, form a regular part of the retail organiza- 
tion they represent, and are maintained by it. Others are independent middle- 
men who develop business relationships with individual stores or groups 
of stores. Sometimes they represent several stores which operate on a co- 
operative basis in making purchases through the resident buyer; and some- 
times, although representing a large number of stores, they maintain entirely 
separate relationships with each store. Most department stores, large specialty 
shops, chain stores, and men’s furnishings stores use the ser\'ices of such repre- 
sentatives in the larger cities of the country, particularly in New York and 
Chicago.” In the hardware trade wholesalers frequently use their services, 
although retailers are also represented at times. 

The resident buyer has a continuing rclation.ship with the firms he serves. 
His chief function is to furnish buying advice and assistance to his clients. 
This includes cunent market information concerning fashions, new products, 
price trends, and desirable sources of supply. He commonly assists his cus- 
tomers’ buyers when they visit the market, and provides them with a head- 
quarters and the necessary facilities for carrying on their purchasing. lie 
frequently follows up orders to make certain that deliveries will be made on 
time. Since the larger resident buyers have specialists in each line of goods 
purchased for thefr customers, much time is saved for the visiting buyers and 
the assistance rendered in making purchases is extremely helpful. 

When their clients’ buyers are not in the city, orders may be sent directly 
to the resident buyers. They also do some purchasing in large quantities by 
pooling the requirements of those they represent. When this is possible, more 
attractive prices and terms may be secured than the individual buyers could 
otherwise obtain. 


CASE PROBLEMS-1 

The student book store operated in connection with a state mpversity is in 
the process of building a new and much larger store. Because of changes in the 

For further discussion, see Clare W. Barker, Ira D. Anderson, and J. Donald Butter- 
worth, Principles of Retmling, 3rd ed. (New York: McGraw-Hill, 1956), pp. 223-4. 
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size of store and in the method of operation, new fixtures are also required. An 
architect is employed who specializes in store fixtures, and eventually drawings arc 
made and bids called for. Three bids are received from fixtures manufacturers: 
one for $59,750, another for $78,925, with the third amounting to $81,230. The 
architect states that the low bid is unreasonably low, that quality fixtures cannot 
be obtained for that price, and that his estimate of a fair price for quality work- 
manship is about $80,000. He recommends that the contract be awarded to the 
second low bidder. 

The two low bidders arc then requested to appear before the board of direc- 
tors of the store to discuss the matter. The second low bidder states that he em- 
ploys the finest craftsmen available. Most of them are elderly persons of European 
stock who have emigrated to the United States. Pride of workmanship is tradi- 
tional with them, since most of them belong to families that have followed the 
particular craft for generations. The low bidder indicates that he has found no 
error in his bid and that he sees no reason why he cannot provide serv^iceable 
fixtures and make a profit on the contract. He employs union workmen and states 
that they arc good craftsmen. 

As a result of the two interviews, the members of the board of directors con- 
clude that the low bidder needs the work and that he has not allowed much 
margin for profit. The possibility exists that he may even incur a loss on the 
contrac’’ is also no question in their minds that the fixtures produced by 

the low bidder arc serviceable but somewhat inferior in appearance. What deci- 
sion should be made by the board? Why? 


II 

The manager of this same student book store shortly after World War II 
was presented with the opportunity of purchasing 1,000 used wrist watches ‘‘as 
is'* from the armed services for one dollar each. These watches were of high 
quality, probably worth $60 or more at retail when ticw. They were accurate 
timepieces, having been used by Air Force personnel in operations involving close 
synchronization as to time. It was estimated by the manager of the store that 
the total cost of the watches, including the cost of necessary repairs, would not 
exceed $5 each and that they could be sold as a special for $10, thus providing 
a bargain for the students and a good profit for the store. At the time there were 
about 6,500 students at the university served by the store, two thirds of them men. 

One of the members of the board of directors pointed out that the store, 
although it did handle various lines of general merchandise, had no experience 
with watches. He believed that the cost of putting the watches in serviceable 
condition might well run considerably higher than $4 each and that no more 
than 700 or 800 serviceable w'atchcs might result from the purchase. This board 
member stated that unanticipated costs tv>gcthcr with federal excise taxes might 
well result in a final price of $20 rather than $10. He also raised the question 
of what type of guarantee would have to be given with the sale of the watches. 

Should the purchase have been made? Why or why not? 
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PHYSICAL DISTRIBUTION 


The functions of pliysical supply involve the creation of place utility 
through transportation and the creation of time utility through storage or 
warehousing. TTiese two functions must be closely coordinated in modem 
marketing because of their complementary relationship. Increasingly, the 
manufacturer and wholesaler and retailer must compare complete systems 
of physir a^ distribution with respect to cost and efficiency. Savings incurred 
by choosing certain methods of transportation may be more than offset by 
increased warehousing costs. More to the point is the general problem of 
establishing a policy of physical distribution. What methods of transportation 
should be used, service and cost considered? How many warehouse locations 
should be established to insure proper service to customers? And how will 
transportation costs be affected by the number of such locations selected? 
Would it be preferable to utilize a rapid but expensive method of transpor- 
tation in order to curtail or even eliminate the necessity for warehousing? 
These and similar questions are of great importance to marketing manage- 
ment. 

It is thus evident that many decisions must be made with respect to 
transportation, storage, and related aspects of physical distribution such as 
order handling and billing. For example, those who use the transportation 
system have at their disposal a wide variety of facilities and services. The 
choice of the best facility or service for the purpose is not always an easy one 
and may require the judgment of a highly skilled traffic manager. The cost of 
transportation must always be balanced against the services rendered, and 
judgment must be made as to the ser/ice required. Similar problems arise 
with respect to the choice of storage facilities and ser\dces. 

It is not possible in the space available to examine all the various facets 
of these problems, but the discussion in this and the following chapter will 
attempt to present a general picture of the facilities and services available. 

407 
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The present chapter is concerned with the transportation agencies and their 
relative importance and with transportation costs and rates. In the following 
chapter, transportation service and storage service will be the principal topics, 
followed by a brief discussion of recent developments in the management of 
the physical distribution function. 

TRANSPORTATION AGENCIES 

The modem and highly developed marketing system which we have in the 
United States is largely dependent upon the existence of a great variety of 
transportation agencies. During the late twenties, total intercity freight 
traffic amounted to approximately 600 billion ton-miles per year. By the 
end of the fifties, public and private carriers were transporting more than 
1,300 billion ton-miles of goods per year. A tremendous network of railways, 
highways, inland waterways, pipelines, and airways is required to furnish this 
large volume of transportation service. A great variety of facilities must be 
maintained to transport raw materials to the place of production and finished 
goods to the point of consumption. Without these facilities, mass marketing 
and mass production would be impossible. 

Changes in transportation methods and the development of new agencies 
have led to widespread changes in marketing methods and in marketing in- 
stitutions. For example, in an era when the nation was largely dependent 
upon slow and roundabout water transportation, market areas tended to be 
restrieted and the wholesaler was a vital link in the channel of distribution. 
As transportation became more.rapid and flexible with the development of 
railroads and, at a Jater date, the motor truck, it became possible for manu- 
facturers to achieve national distribution and to market directly to retailers. 
These developments in transportation also led to the widespread distribution 
of perishable commodities, something that was previously impossible to ac- 
complish on a large scale. Similarly, the establishment of a vast railroad 
network permitted the federal government to operate a eomprehensivc pareel 
post service which in turn stimulated the development of the large mail order 
house. Many other examples could be cited, but these are sufficient to indi- 
cate the close relationship between transportation and modem marketing. 
In recent years, important changes have again taken place in the transporta- 
tion system which have had great significance for marketing. Thqse changes 
have involved all of the major types of carriers: the railroads, motlor carriers, 
inland water earners, pipelines, and airlines. ' 

Rail transportation has long been regarded as the basic element of the 
American transport system, and as recently as the late twenties and early 
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thirties, railroads handled 75 per cent of all intercity freight traffic. In 1957 
the number of revenue ton-miles of freight handled by the railroads was 
almost 40 per cent greater than the comparable figure for 1926, but the rail- 
road's share of total traffic amounted to only 46 per cent.' This decline in 
relative importance has been a virtually continuous one except for the war 
years of the forties. 

llic share of total intercity freight traffic obtained by motor trucks and 
pipelines, on the other hand, has increased remarkably since the late twenties. 
Inland waterway traffic has shown little relative change between 1926 and 
1958, amounting to 16 or 17 per cent of total traffic in each year.* Motor 
trucks, however, during this period of some 30 years have increased their 
share of the total intercity traffic from approximately 3 per cent to more than 
20 per cent, or from 16 billion ton-miles in 1926 to 247 billion in 1958. The 
growth in oil pipeline traffic has been almost as great during the period, from 
less than 4 per cent of the total to more than 17 per cent. Airline traffic, 
of course, has grown relatively more than has any other type, but the amount 
of commodity traffic hancllcd by airlines is still a negligible quantity. In 
1958 it was considerably less than one billion ton-miles, or about 0.05 per 
cent of total traffic.^ 


Railroads 

Despite the fact that railroads have lost a great deal of traffic to other 
t>'pes of carriers, they arc still the most important form of transportation in 
the United States. As of 1957 railroads owned more than 1,700,000 freight 
cars and 30,000 locomotives.^ Their total net investment amounted to more 
than $30 billion, and they operated sonic 232,000 miles of main track. 
Although there are 650 different railroads in the United States, 96 per cent 
of total railroad mileage is operated by the 110 Class I railroads— those with 

1 For detailed statistics of the shares of traffic handled by the various t>’pes of transport 
agencies and the shifts that have taken place since 1926, see fames C. Nelson, Railroad 
Transportation and Public Policy (Washington, D.C.: The Brookings Institution, 1959), pp. 
8-17 and 439-42. See also the Annual Reports of the Interstate Commerce Commission. 

2 I’his figure includes inland waterway transport only and excludes coastwise domestic 
traffic between the various ports of the Atlantic, Gulf, and Pacific coasts. 

8 Airline traffic, including express, mail, ai:4 excx*ss baggage, amounted to only 579 
million ton-miles which constituted 0.048 per cent of the total. Tlie corresponding figures 
for 1939, howcv'cr, were 12 million ton-miles and 0.002 per cent. See James C. Nelson, 
op.cit.^ p. 442; and the 1959 Annual Report of the Interstate Commerce Commission^ 

p. 11. 

* Charles A. Taff, Traffic Management: Principles and Practices (Homewood, 111.: 
Irwin, 1959), p. 65. Sec also Statistical Abstract of the United States, 1959 (Washington, 
D.C.: U.S. Government Printing Office, 1959), pp. 567-9. 
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gross operating revenues in excess of $3 million per year. These same Class I 
railroads obtain 99 per cent of total railroad freight and passenger traffic. 

The principal advantage of the railroads in relation to other forms of 
transportation is that they provide a more complete and a more varied trans- 
portation service. They are available to haul any commodity any distance 
to almost any destination in the country. Many different types of equipment 
are provided to meet the needs of shippers with special problems. With re- 
spect to freight cars, for example, various types and sizes of boxcars are pro- 
vided for different classes of commodities.* In addition, there are flatcars, 
tank cars, gondola and hopper cars, refrigerator cars, stock cars, and various 
special types. Certain commodities may require a different kind of car at 
different times of the year, as in the case of fresh fniits and vegetables which 
require refrigerator cars for summer shipment and heater cars during the 
winter. 

Freight trains are operated at a variety of speeds to accommodate shippers’ 
needs. “Expedited service’’ trains have the fastest schedules and sometimes 
involve an extra charge for guaranteed delivery at destination within a specified 
period of time. Bulk or low-rated commodities arc often hauled on an un- 
scheduled basis; that is, the train is dispatched whenever a sufficient number 
of loaded cars have been accumulated to make it worthwhile. 

Railroads also offer many special ser\'iccs that are not available from other 
forms of transportation. Illustrative of the type of service in\'olved is the 
diversion privilege which permits a shipper to change the ultimate destination 
of a rolling shipment at certain terminals designated as diversion points, and 
still pay the through rate for the commodity from the point of original ship- 
ment to the new destination. In addition, railroads are now offering “piggy- 
back” service, an arrangement whereby loaded truck trailers are ha»ilcd on 
railway flatcars. These and other special services will be discussed at length 
in the following chapter. 

Despite these service advantages the railroads, as previously noted, have 
lost a large share of their traffic to other fonns of transportation. Water 
carriers have always been important competitors of the railroads for bulk 
goods requiring a low freight rate. In recent years, the motor carriers have 
developed rapidly as competitors for the more highly rated traffi(: in manu- 
factured commodities, and have also made substantial inroads in the hauling 
of some bulk goods including certain agricultural products. The growth 
of pipeline transportation has been previously mentioned. In order to have 
a complete picture of the transportation system, it is necessary to discuss 
briefly these other forms of transportation. 

* For further discussion, see Chap. 21. 
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Water Carriers 

The original pattern of our industrial system was largely determined by 
the location of inland waterways, and many of our great markets developed 
because of their proximity to water transportation. With the development 
of railroads in the nineteenth century and of motor transportation during 
the twentieth, less reliance on water transportation was required. Neverthe- 
less, coastal and inland waterway transportation is still an important part of 
the domestic transj^ort system. 

Coastwise traffic moves along the Atlantic, Gulf, and Pacific coasts because 
of the large centers of population adjacent to excellent harbors and the devel- 
opment of sheltered waterways connecting many of the ports. There is also 
a small amount of traffic between Pacific and Atlantic ports through the 
Panama Canal, llie Great Lakes and their conncqjing channels constitute 
the principal inland waterway in this country, as well as a route for interna- 
tional commerce in conjunction with the St. Lawrence Seaway. Tlicy furnish 
a natural transportation route connecting the grain fields of the northern 
Mississippi Valley and the iron ore deposits at the head of Lake Superior 
with the eastern grain markets and the steel producing region south and east 
of Lake Erie. The important raw materials of these sections are all commodi- 
ties of great bulk in relation to value. Speed in their transportation is not of 
primary importance, and they can be easily stored for considerable periods 
of time. Low^-cost water transportation is, therefore, an ideal means of carry- 
ing them, c\en though there arc several months in the year when lake 
shipping is dosed. 

Next to the Great Lakes in importance are the Mississippi River and its 
tributaries. This great river system has been extremely important in the com- 
mercial development of the Middle West. It has provided a means of trans- 
portation between the northern and southern areas of the countr\\ while the 
Ohio River has furnished a connecting cast-west water route. Tliese water- 
ways were of inestimable value in the early history of this section, and the 
actual and potential competition of boats plying the Mississippi and other 
internal waterways, such as the Tennessee River, has also been a significant 
influence in reducing rates on competing railroads. During the past 30 years, 
the federal government has been quite active in financing improvements in 
channels and extensions in the inland waterway system. The result has been 
a considerable increase in river traffic. 

As a matter of fact, the relative importance of the various inland waterways 
in our transport system has changed considerably since the twenties and 
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especially since World War II. During the twenties, the Great Lakes system 
contributed approximately 90 per cent of all inland waterway traffic— measured 
in ton-miles hauled. As recently as 1947, the corresponding figure was still 
more than 75 per cent. By the late fifties, however, river and canal traffic was 
almost equal to that canied on the Great Lakes. 

The low cost of water transportation as compared with carriage by rail is 
recognixed as its most important advantage, and almost the only reason it 
is used in preference to rail or motor transport when these are available.® 
One of the chief disadvantages of water transport as compared with other 
means of transportation lies in the fact that it is generally slower. Its use is, 
therefore, ordinarily limited to the carriage of products in the distribution 
of which time is not an important element. 

Domestic water transportation is further largely limited to commodities 
that originate in or near water terminals since the expense and time incident 
to transshipment are often prohibitive.’' Furthermore, in the northern states 
many rivers and connecting waterways freeze over in the winter months. 
Another important disadv'antage results from the fact that water carriers can 
reach only certain points in large cities, whereas railroad cars can be switched 
to elevators, warehouses, factories, and wholesale markets. But in spite of these 
limitations water transportation, where it is available, is likely to remain 
important in the carriage of bulky commodities which do not require special 
facilities for preservation. 


Motor Carriers 

The rise of the fnotor truck to its position as the second most important 
carrier of intercity freight is undoubtedly the most significant recent develop- 
ment in transportation. In addition, the motor truck plays a most essential 
role in the intracity movement of goods. It complements railroad and water 
transportation by hauling a large proportion of such shipments to and from 
the rail terminals and water canier docks. The delivery of manufactured 
goods and other products from factory to wholesale warehouse to retail store 
within urban areas is largely accomplished by motor transport. 

The motor truck has made it possible to make deliveries in nfiarby terri- 
tory with great speed. This has enabled wholesalers and retailers to operate 

* When waterways are created or maintained at governmental expense and when these 
costs are added to the rates charged by water carriers, the total cost of water tfansportation 
is often above that of competing forms. The added cost, of course, is borne by the taxpayer 
rather than by the immediate users of transportation service. 

r The inauguration of "fishyback” service, whereby truck trailers are carried on ships, 
may serve to lessen this disadvantage. 
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with smaller inventories and so has tended to reduce the size of single orders 
and to increase the number of deliveries made to individual customers. The 
result has been to shift a part of the burden of carrying stocks from retailers to 
wholesalers and from retailers and wholesalers to manufacturers. 

TTie motor truck has made large inroads in railroad traffic.® Because of 
the comparatively small size of the transportation unit, it is particularly well 
adapted to the hauling of less-than-carload quantities. The truck also has an 
advantage in speed and flexibility over short distances. Thus short-haul and 
l.c.l. traffic were quickly diverted from the railroads to motor carriers as early 
as the twenties, especially for those commodities which carried high freight 
rates. But motor transportation is by no means confined at present to these 
two types of traffic. Highways have been much improved since the twenties 
and truck and trailer combinations have increased greatly in size. Motor 
carriers are now substantial competitors for virtually all high-rated traffic. 

The diversion of traffic from railroads to trucks has taken place both in 
manufactured goods and in agricultural products. For example, over half of 
the new automobiles manufactured arc transported from factory to market 
by means of trucks. Studies of the shipment of iron and steel products in- 
dicate that in the northern and eastern parts of the United States about 50 
per cent of the total tonnage moved by truck in 1953. In some parts of this 
area, motor carriers were hauling as much as 70 per cent. Manufactured 
tobacco products, canned fruits and vegetables, and building materials are 
other examples of manufactured goods, and numerous others could be cited, 
that have been transported in increasing quantities by motor carriers during 
recent years.® 

Agricultural commodities, especially the more perishable items, are also 
transported to an increasing extent by truck. Over 90 per cent of the milk 
supply of several large cities was received by truck as early as 1930. In 1936, 
44 per cent of the fresh fruits and vegetables received at 40 markets were 
brought in by motor carriers.’® Most of these hauls were for short distances 
and a large proportion of them were made by farmers in their own trucks. 
But by 1940, the transportation of apples by truck from the state of Wash- 
ington to Los Angeles— a distance of about 1,200 miles— was commonplace, 
and truck receipts in the Los Angeles market exceeded rail receipts. A similar 

* It should be held in mind that motor trucks, unlike railroads except in a very few 
instances, may be privately owned and operated, .’\lmost half of all intercity tonnage mov- 
ing by truck is carried by privately operated vehicles rather than by carriers operated on a 
for- hire basis. 

® For more detailed infonnation, see fames C. Nelson, op.cit.. Chap. 3. 

Clifford C. Matlock, Trends in Railroad Traffic, Freight Rates, and Prices, Perishable 
Agricultural Commodities, United States (Washington, D.C.: Bureau of Agricultural 
Economics, U.S. Department of Agriculture, 1941), pp. 3-5. ^ 
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situation existed in the transportation of livestock. Between 1932 and 1940, 
truck receipts at all public markets increased from 33 per cent of total receipts 
to 66 per cent for cattle and from 50 per cent to 68 per cent for hogs.^^ 

And these trends have continued since World War 11. For example, truck 
receipts at Chicago in 1955 amounted to 89 per cent of total receipts for two 
dairy products compared with 52 per cent in 1939; for seven fruits and 
vegetables the figures were 28 per cent in 1955 and 15 per cent in 1939; for 
four livestock groups 90 per cent and 37 per cent respectively; and for four 
poultry and egg products 98 per cent and 66 per cent.^^ 

Although much of the truck volume is still in relatively short-haul traffic, 
the trucking radius has tended to expand over the years. The railroads still 
retain most of their long-haul traffic in bulky commodities of low value. 
But much of the traffic in high-value commodities has been taken over by the 
trucks even where relatively long hauls are involved. And truck transportation 
has also made inroads on rail freight in the hauling of bulky low-value items 
for short distances. The reasons for the substantial development of motor 
carrier transportation lie partly in the inherent advantages of truck serv ice and 
partly in other factors. 

Advantages of Motor Canier Service. Motor transportation has several 
basic advantages in relation to rail transport, lliese include greater speed 
and flexibility, less expensive packaging of shipments and more personalized 
service, and in some cases at least lower eosts and rates. 

Truck service is usually faster and more flexible than rail service, particu- 
larly for short hauls and for less-than-carload shipments. The truck is com- 
monly loaded at the consignor's place of business and unloaded at the con- 
signee's door. Tliis eliminates the delay and inconvenience, as well as the 
extra handling, involved in transporting shipments to and from the railroad. 
The truck is quickly loaded, and when loaded it can start at once. Railway 
freight stations have definite hours of business and shipments can start only 
when a train is made up and ready to go, whereas the shipper's own trucks 
or the commercial trucking firm can often arrange special trips to meet emer- 
gencies. Truck shipments tend to take a direct route from point of shipment 
to destination with little or no intermediate handling, whereas rail shipments 
may require a more roundabout routing and a considerable amourit of switch- 
ing and handling at junction points. An important result of these advantages 
is that with truck transportation it is possible to load merchandise late in the 
day and make early morning deliveries at points several hundred niilcs distant. 

Edna M. Jordan, Drive ln Receipts of Livestock, 1940 (Washington, D.C.: Agri- 
cultural Marketing Service, U.S. Department of Agriculture, 1941). 

1* The Marketing and Transportation Sitmtion, April 76, 1956, p. 17. 
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Much improvement has been made in recent years by rail carriers in increasing 
average train speed. Moreover, pickup and delivery service is often rendered 
in connection with less-than-carload freight, but motor carriers still have an 
important advantage in speed and flexibility of service. 

Motor carriers also have an advantage in the shipment of products requir- 
ing personalized service and special packing. Many items must have expensive 
packaging or packing if they are to be shipped by rail. Motor carriers are able 
to transport these products with less handling and switching, and thus with 
less expensive packing and less risk of damage. Shipments are more easily 
protected against shock and vibration in motor trucks than in railway freight 
cars with less likelihood of breakage or other damage. 

Finally, motor carrier costs for short hauls are likely to be lower, or at 
least no higher, than the cost of similar rail hauls. Railroads normally have a 
cost advantage in comparison with truck transportation, but the rates for 
short hauls by rail must absorb a high terminal cost at each end of the haul, 
llie tenninal cost, however, becomes a smaller and smaller part of the total 
cost of transportation as the distance increases. Thus railroad costs reflect a 
“distance tapering'' principle, i.e., cost per mile decreases as the distance 
increases, to a much greater extent than do truck costs. The result is that the 
cost advantage of the railroads on long hauls tends to be reduced, and even 
to disappear, as hauls become shorter. 

Other Factors Favoring Motor Carrier Development. Certain changes in 
the economy h ivc also favored the development of motor carrier transporta- 
tion. 'ITie trend toward decentralization, both in manufacturing and in 
marketing, has reduced the average length of haul. In the case of manufactured 
goods, industr\’ has tended to locate new plants near dexeloping markets. The 
decentralization movement in the marketing of agricultural products, as dis- 
cussed previously in Chapter 4, has eliminated many of the long hauls to 
terminal markets that were once characteristic. I’he greater emphasis through- 
out the economy on shorter hauls has obviously favored motor carrier trans- 
port, which has many short-haul advantages.^’ 

These changes, of course, do not explain the inroads of the motor carriers 
in the transportation of goods over medium and long hauls, where the rail- 

^8 It may be argued, of course, that the development of motor transportation has led to 
the decentralization of manufacturing and marVeting rather than the reverse, and certainly 
this is true. See, for example, Benjamin Chinit/. and Raymond Vernon, ^'Changing Forces 
in Industrial Location,*' Harvard Business Review, Januar\'-February 1960. esp. pp. 130-2. 
The point is that, regardless of which is the cause and which the effect, present-day trends 
in the location of manufacturing and marketing facilities favor the continued use of truck 
transportation. Chinitz and Vernon, however, feel that there may be a reversal of this 
decentralization trend as a result of new developments in long-haul transport such as 
'^piggyback" transportation, airline cargo servk'c, and increasingly competiti^ railroad rates. 
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roads tend to have more of a cost advantage. To a considerable extent, the 
explanation lies in the lack of aggressive rate competition on the part of the 
railroads and in the regulatory restrictions that are imposed upon the rail- 
roads. As traffic has been diverted to motor carriers, the railroads have become 
more and more aware of the necessity of establishing rates on high-value 
merchandise that reflect more accurately the costs of transporting such goods. 
Rate changes, however, cannot be freely made, approval by the Interstate 
Commerce Commission often being required. Not only is the process likely 
to be a long and laborious one but proposed rate reductions frequently are 
not approved by the Commission. Tims railroads have been hampered in 
such eflForts as they have made to reduce rates. In a number of instances when 
rate reductions have been approved, railroads have been successful in re- 
gaining traffic that had been diverted to motor transport. The future develop- 
ment of motor carriers, especially with respect to medium and long-haul 
traffic, is thus closely related to pricing and regulatory policy. At present, many 
authorities are advocating a relaxation of transport regulation to permit more 
competitive rate-making on the part of the railroads.^* If this is done, it is 
unlikely that motor carrier transport will continue to grow quite as rapidly 
as it has in the past. 


Pipelines 

Transportation by pipeline, like motor carrier transportation, has in- 
creased substantially during the past three decades. But this form of trans- 
portation is virtually confined to the petroleum industry.^® In 1957 there were 
145,000 miles of petroleum pipelines in the United States operated by 82 
companies and carrying approximately 17 per cent of the total ton-miles of 
intercity traffic. 

The pipeline is a highly inflexible and specialized carrier in that it trans- 
ports a single commodity in one direction only. Although directions can be 
reversed by resetting pumping stations and although crude oil lines are oc- 

See, for example, Rerision of Federal Transportation Policy, a Report to the Presi- 
dent, Presidential Advisory Committee on 'Pransport Policy and Organization (Washington, 
D.C.: 1955); and the review of this report by James C. Nelson, “Revision .of Transport 
Regulatory Policy,” American Economic Review, December 1955, pp. 910-8; More recent 
statements include James C. Nelson, Railroad Transportation and Public Policy, op.cit.; and 
Federal Transportation Policy and Program (Washington, D.C.: U.S. Department of Com 
merce, March 1960). 

^‘^The discussion here is confined to oil or petroleum pipelines and doel not include 
natural-gas pipelines which are not in competition with other means of transportation. 
Petroleum products are transported by truck, railroad, and water carrier as wdl as by pipe 
line, whereas the only practical method of transporting natural gas is by pipeline. I'here is 
also some use of pipelines to transport coal as slurry. 
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casionally changed to refined product service and vice versa, these are rare 
exceptions to the general rule. Thus there must be a continuous volume of 
traffic available from one geographical point to another for a pipeline to be 
constructed. This traffic normally involves bringing crude oil from the wells 
to concentration points and then to refineries, and to a somewhat lesser degree 
the transportation of gasoline and other refined oil products from refineries 
to storage points near large markets.^® 

ITie construction of pipelines requires a large financial outlay. There is also 
substantial risk involved for tlie ordinary independent business which, once 
the line is constructed, must depend upon relatively few shippers for traffic. 
For these reasons, pipelines are generally owned and operated by the large 
oil companies which also are the shippers of petroleum products. Such lines 
may or may not offer their services for the transportation of products owned 
by other firms. 

When sufficient volume is available to warrant the construction of pipe- 
lines, the resulting cost of transportation tends to be very low in relation to 
railroad and truck costs. Furthermore, there is no problem of empty equip- 
ment to be sent back to the point of origin as there is likely to be in other 
forms of transportation. For these reasons, petroleum products are carried 
by pipeline whenev er possible, or by water carrier, which is likely to be com- 
parable in cost; but a substantial quantity of both crude oil and refined 
products still moves by truck and railroad because of the lack of sufficient 
volume to warrant the construction of pipeline facilities. 


Airlines 

The transportation of freight and express by airlines i'‘ a relatively recent 
development. Express service has been available on an organized basis, 
through contracts between the airlines and the Railway Express Agency, since 
1928. General cargo service, at least on regularly scheduled airlines, has been 
available only since 1944 when certain restrictive provisions of the contracts 
with Railway Express were removed. As indicated previously air transport is 
growing rapidly, although only a negligible portion of the total movement 
of goods is being carried by this means. At present, air freight and express 
service is available from regularly scheduled cargo-only carriers and from sup- 
plemental charter operators as well as from the regularly scheduled passenger 
airlines. 

Obviously, the principal advantage of air transportation lies in the speed 

Approximately 80 per cent of pipeline volume is in crude oil and 20 per cent in 
refined products. Sec Statistical Abstract of the United States, 1959, op.cit, p' 58}. 
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with which goods are carried, and the main disadvantage is its high cost. Air 
transport also has some physical limitations as a result of the basic design of 
the plane. Cargo space is limited and weight must be distributed. Accord- 
ingly, shipments have to be restricted to items which do not exceed certain 
dimensions or occasionally certain weights per square foot of space occupied. 
Air transport is thus most appropriate for goods of relatively high value and 
low weight for which there is a particular need for speed in transportation. 
As of 1955, the commodities most frequently shipped by air freight were as 
follows: automobile parts and accessories, machinery, electrical equipment, 
cut flowers, wearing apparel, machine parts, printed matter, films, aircraft 
parts and accessories, and drugs and biologicals.'^ 

It might logically appear that air transport would be most useful for rela- 
tively perishable products. For such items, the high cost of transportation 
might well be more than balanced by savings in deterioration and by delivery 
to the market of a fresher product. But such does not appear to be the ca.se. 
Of the principal trafiic products listed above, only cut flowers is of this type. 
Traffic in such items as fresh fruits and vegetables and seafoods has not 
equalled expectation. Apparently, the service rendered by other methods of 
transportation is sufficiently satisfactorv-, at least in relation to its cost, that 
little diversion of traffic has taken place. On the other hand, the use of airlines 
in the transportation of wearing apparel is completely logical. Fashion “per- 
ishability” is involved here and speed in transportation permits smaller orders 
and le.ss risk of inventory obsolescence, as well as lower packaging expense. 

Products such as automotivp parts, machinery, and equipment do not 
appear off-hand to be the types of items that would utilize air transport ex- 
tensively. Undoubtedly there is an clement of emergency involved at times 
in the need for these products. A machine breakdown which disrupts pro- 
duction of an entire plant is very costly, and the high charge paid for prompt 
transportation of a replacement part is a negligible business expense under 
the circumstances. Many shipments of parts and equipment, however, arc 
routed by air carrier as a matter of regular policy. The shippers are usually 
small firms with limited storage space at the plant and no warehouse facili- 
ties at destination, and they operate in highly competitive and somewhat 
distant markets. By using air transportation, they can provide prompt service 
at a lower cost than if warehouse and other facilities were maintained near 
the market. In most instances the size of individual shipments is small, and 

Listed in order of pounds carried by three domestic trunk lines and| one all cargo 
carrier. See Howard T. Lewis, James W. Culliton, and Jack D. Steele, The Role of Air 
Freight in Physical Distribution (Boston: Division of Research, Graduate School of Business 
Administration, Harvard University, 1956), p. 27. 
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the cost of transportation is low in relation to the value of product.'® Fragility 
of product is also a factor in the use of air transportation in some instances, 
e.g., the shipment of electronics items from California to the eastern part 
of the country. 

The future of air cargo transport rests primarily upon its ability to reduce 
costs and rates. Transportation cost to the shipper by airline is likely to be 
from two to five times as great as by truck or rail. '^The offsetting savings in 
reduced warehousing and inventory costs in most instances are not likely 
to be sufficient to cause most shippers to turn to air carriers. One of the 
problems involved in reducing air rates is the directional unbalance of traffic 
and thus the difficulty of obtaining complete utilization of facilities. Planes 
used solely for freight purposes have difficulty in obtaining pay-loads for 
return flights, and the cost of flying empty is almost as great as that of 
transporting a regular cargo. At one time, motor carriers were also confronted 
with this problem although certainly not to so great a degree. Obviously, the 
problem was largely solved for the motor carriers as shippers began to use 
truck transportation for a greater variety of commodities. Similar developments 
will help the airlines to some extent, but they appear to be a long way from 
achieving directional balance. 

TRANSPORT ATION COSTS AND RATES 


Effect of Costs on Marketing 

The cost of transporting an item limits the area in which a given producer 
or middleman can sell it. When other costs arc equal, the seller who enjoys 
the lowest transportation costs in obtaining materials and supplies and in 
shipping the finished product to market has an important advantage in rela- 
tion to competitors. Factories arc located with a view to the cost of trans- 
porting raw materials to the factory and the cost of carrying the finished prod- 
uct to its market. Warehouses and wholesale firms are located so as to take 
advantage of low transport costs from supply centers. Some cities have out- 
distanced rivals, with otherwise equal natural advantages as manufacturing 
and distributing centers, because of lower transport costs to consuming and 
raw material markets. Great productive arcv of the globe are as yet unopened 
to world commerce, not merely because their transportation services are 
meager but because the cost of these services is prohibitive. 

1* For a more detailed discussion, see Howard T. Lewis, James W. Culliton, and Jacl 
D. Steele, op.cit., Chap. 2. ^ 
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Improved methods of transportation have brought lower costs and rates 
as well as superior service. But the relative level of transport rates is still 
important. California oranges could not compete in eastern markets with 
those of Florida were it not for the relatively low (per mile) freight rates from 
California. And many eastern manufacturers in the past have actually had a 
competitive advantage over midwestem firms in trade with the Pacific Coast, 
because the combined rail and water rates from eastern points to these markets 
were lower than the rail rates from the Middle West. 

The effect of freight rates on markets varies greatly. The rate on articles 
for personal consumption often has little effect on the retail price. A difference 
of several cents per hundred pounds in the rate may amount to less than a 
cent on individual items sold to the consumer. Such differences are very 
important, however, in the wholesale trade, and particularly with respect to 
bulky and low-value articles. They may cause a purchasing agent to procure 
raw materials from one source rather than from another, and they give whole- 
salers of one city an advantage over those located in other cities in selling 
to certain retail markets. The cost of transporting raw materials in relation to 
the cost of transporting the finished products determines whether materials 
will be processed near their source or near the finished goods market. Slight 
changes in rates, as well as the development of new forms of transportation, 
have caused great changes in commercial relationships established under a 
former tariff. 

Transportation costs to the shipper or consignee are most often determined 
by the rates established by the railroads.^® Water carrier rates, of course, are 
usually lower than railway rates, and the same is true of pipeline rates. But 
water and pipeline transportation are limited in their availability. Where 
water transport does exist, railroads may be forced to adopt rates between 
points so connected which are considerably lower than the rates for the same 
service points that do not have such transportation available. Pipeline rates, 
on the other hand, are usually so low that the railroads do not even attempt 
to meet them. Although motor carriers are of considerable importance in 
the transportation system, as has been pointed out previously, they are seldom 
aggressive competitors with respect to rates. Generally speaking, although 
there are some exceptions, they follow the lead of the railroads and establish 
rates at or somewhat above those of the railroads, relying upon their natural 
advantages to obtain traffic at these rates. Since the railroads mayibe regarded 
normally as the rate leaders, it is desirable to discuss at some length how their 
rates are determined. 

The cost of private trucking is also important in this respect in some instances, e.g., 
in the food wholesaling industry. 
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Railroad Rates 

The General Rate Structure. There are few rules of rate-making which 
are consistently followed. The fact that many railroad costs are joint or com- 
mon costs complicates the situation. Tariffs are built up with a view to ob- 
taining as much traffic and revenue as possible. So long as a given rate pays 
the additional, or ‘'out-of-pocket, cost of carrying a product and some part 
of the common costs of operating the road, the traffic is considered profitable. 
Obviously, the railroad is better off financially than it would be if that com- 
modity were not carried— providing transportation of this low-return freight 
does not prevent the road from carrying products that pay a more profitable 
rate, a situation which seldom exists. I'hus it is possible for the rate for a 
specific commodity to be set at any one of several levels, subject, of course, 
in some instances to the competition of other types of carriers. In practice, 
most rail rates are a result of compromise between the railroads and the 
shippers, and between different roads competing for the same business or 
trj'ing to dcvc.op the business of the territories from which they draw traffic. 
Tlie Interstate Commerce Commission and various state commissions act as 
umpires, and frequently have ideas of their own as to the rates that should 
be charged. 

The cost of providing transportation service is generally dependent upon, 
or at least related to, distance and the special care that must be taken in 
transit and at terminals. Cost of service serves as a lower limit to rates, but 
bulky articles could seldom be carried far if charged the full cost of the 
scnice. I’lius the value of a commodity in relation to its shipping weight 
and bulk must also be considered, and so bulky articles of low value may be 
carried at rates which just cover the additional or out-of-pocket costs of car- 
riage. Articles of high value, however, tend to be earried at more remunerative 
rates, with consideration being given to value of service, i.e., “what the 
traffic can reasonably be required to bear,*' unless competition from other 
carriers is such as to force rate reductions. 

Rates do not increase directly in proportion to distance, but they are 
greater for longer hauls, lliis difference is great enough to limit the market 
areas into which most goods can be shipped and sold at a profit. Low costs 
of production or a favorable reputation with buyers may extend the area 
for one product as compared with similar products, and special rates may help 
distant shippers to reach markets, but ultimately the limit of profitable sale is 

20 Value of Service in Rate-Making (Washington. D.C.: Bureau of Transpore Econom- 
ics and Statistics, Interstate Commerce Commission, November 1959), p. 1. 
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reached. In the case of perishable commodities, distant shippers are frequently 
forced off the market when abundant local supplies become available, since 
prices may drop so low they do not even cover the cost of transporting from 
distant shipping points. But for many products, rates can be made low 
enough to enable shippers from distant points to compete in given markets 
with nearby producers. These comparatively low rates on long hauls are 
justified not only because of the existence of common costs but also because 
of other aspects of the nature of railway costs. 

Freight shipment involves two kinds of costs to the carrier, terminal and 
line-haul. Terminal costs are involved in the handling of the shipment both 
at origin and destination, and they are the same regardless of the distance the 
shipment travels. Line-haul costs are those involved in the actual transport 
of the goods between terminals. Such expenses arc somewhat proportional to 
distance but actually tend to be less per ton-mile the greater the length of 
the haul. The reason for this is that it is more economical to of^erate the 
more completely loaded through train than it is the partially loaded short- 
haul local train. Consequently, railroad rates are established according to the 
“distance tapering” principle mentioned earlier: the rate per ton-mile de- 
creases as the distance covered increases. Such a rate reflects not only the 
line-haul economies of volume in relation to distance but also the fact that 
terminal costs arc spread over more miles. 

Rates on different goods shipped the same distance or between the same 
points have varying effects on the prices of these goods. The principal factor 
involved is the relation between bulk, weight, tran.sport cost, and market 
value. Goods of high value may pay a very high rate, at least in relation to 
bulk and weight, -and yet the rate may make little difference in prices as 
between markets. Minnesota butter, for example, is likely to sell at approxi- 
mately the same price in Minneapolis, Chicago, and New York; but prices 
for grain at local shipping points and at terminal markets show a wide varia- 
tion, which is closely related to the cost of transportation. Shoes and textiles 
can be shipped substantial distances with little effect on the retail price, but 
market areas for steel and cement are limited by freight costs. 

The need for special care in shipment adds to the costs of carriage and 
affects the rates. Packages add to the weight of goods shipped and thus to 
the cost of shipment, in addition to the initial cost of the package itself. 
Special cars, special trains, and special services add to the cost of transporting 
perishable fruits and vetegables and livestock. Special terminals or terminal 
services must also be provided for some products. 

Freight Classification. In order to simplify the mcrchanical problem of 
rate-making, all commodities are grouped into classes, and rates are estab- 
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lished as percentages of the basic class. A schedule is used showing the rate 
per 100 pounds of transporting the basic class of freight every possible distance 
that it may be carried. Rates for other classes of commodities are established 
by applying the appropriate percentage of the base rate. For example, the 
Uniform Freight Classification adopted in 1952 is now the basic classification 
system used in the United States.'^^ In this system, commodities are grouped 
into 31 classes ranging from Class 400 to Class 13. Commodities in Class 100 
take the basic 100 per cent rate. Tliose in Class 300 are charged three times 
the basic rate and those in Class 50 only one half of it.*® Thus the designation 
of the class indicates the appropriate percentage of the base rates applicable 
to all commodities in that class. Commodities are assigned to a specific class 
according to some 50 characteristics that affect the cost and value of trans- 
portation service. 

I’hc significance of the freight classification system is that a rate can be 
obtained immediately and relatively easily for any and every commodity 
that a shipper might desire to have transported. However, commodities that 
are regularly offered for shipment in volume usually are subject to special com- 
modity rates that arc established by the carriers as a result of lower unit costs 
and in order to encourage traffic. Most agricultural products, lumber and 
forest products, iron and steel, coal, cement, and brick are examples of products 
which arc subject to special commodity rates, at least in those areas where 
there is a significant \olumc of traffic. As a matter of fact, some 75 per cent 
of all rail freight is hauled at these special commodity rates. 

Commodity rates are lower than the corresponding class rates, but they 
arc not necessarily available from all points of origin. Shippers who have com- 
modity rates available have a competive advantage over those who do not. 
For example, it has been the case at times with some products that Seattle 
wdiolcsalcrs were able to ship at commodity rates whereas Spokane shippers 
had to use the higher class rates, lire reason was that Seattle, being the 
larger wholesale center, had long shipped a substantial volume of these items. 
Spokane wholesalers, attempting to add these products to their lines, were 
not able to compete on an equal basis in the intermediate markets until 
commodity rates were established. Thus the significance to the shipper of 
having commodity rates established is evident. 

At one time, there were three separate raii classification systems in use in different 
regions of tlic United States. The Uniform Freight Classification has now replaced these 
separate classifications, except that a different classification is still in partial use in Mountain- 
Pacific Tcrritor>'. Motor carriers use the National Motor Freight Classification of which 
there are currcntlv two versions in use. Sec Charles A. Faff, op.cit.. Chap. 6. 

22^rhe classes arc as follows: 400, m 2S0, 200, 175, 150, 125, 110, IQD, 92.5, 85, 
77.5, 70, 65, 60, 55, 50, 45, 40, 37.5, 35, 32.5, 30, 27.5, 25, 22.5, 20, 17.5, 16,-14.5, and 13. 
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Carload and Less-than-Carload Rates. The standard classification system 
usually provides for a higher class when products are shipped in less-than- 
carload quantities than when they are shipped in carload quantities. For 
example, aluminum extrusions in l.c.l. quantities are in Class 85, but they 
carry a Class 50 rate when shipped in carloads of at least 30,000 pounds. The 
reason for such differentials is that the expense of loading, carrying, and un- 
loading carlots is less than that for the same product shipped in less-than- 
carload lots. Clerical costs are much the same and so are relatively higher for 
I.C.I. amounts. Moreover, carloads are usually loaded by the shipper and un- 
loaded by the receiver; thus these costs are not incurred by the carrier. 

It is these higher rates for l.c.l. shipments that make it necessary to con- 
centrate some agricultural products at country shipping points so that carlot 
quantities can be assembled for shipment to terminal markets. This difference 
in rates is also often the reason why retailers buy from wholesalers or from 
manufacturers' branch warehouse stocks in preference to direct l.c.l. shipments 
from the more distant manufacturing plant. The difference between l.c.l. 
and carload rates is particularly important when transportation charges make 
up an important part of the final cost of the product. In this situation, every 
effort is made to get products as close as possible to the ultimate point of 
consumption by carload shipment. The growth of local wholesaling and the 
relative decline in national and regional wholesaling that have taken place in 
recent years have resulted in large part from the desire of shippers to take 
advantage of these lower carload rates. 

Shipping by Iess-than<arload freight has not only the disadvantage of 
higher rates but other disadvantages as well. Shipments which can go un- 
packed in carlots must be packed for l.c.l. shipment; and shipments normally 
packaged in any event often must be packed in heavier and more expensive 
containers when shipped in l.c.l. quantities. This causes additional expense 
to the shipper and adds to the weight of the shipment. Despite this extra 
packaging, losses from breakage and other causes are often substantial. More- 
over, cars in which l.c.l. freight is shipped are frequently not loaded to 
capacity, and thus the service requires a larger number of cars than the ton- 
nage would indicate. Finally, l.c.l. service tends to be slow, and additional 
handling in terminals is likely to be necessary. 

It is for these reasons that much of the less-than-carload freight volume 
has been diverted from the rails to motor carriers. Since this type of freight 
constitutes a relatively small portion of the total rail tonnage and obviously 
presents many problems, it might appear that the railroads ^ould have 
willingly let it be diverted. Such, however, is not the case. On the contrary, 
I.C.I. traffic once amounted to more than 10 per cent of total rail revenues 
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compared with 3.3 per cent in 1957, and a considerable effort has been made 
to recapture this business through the provision of special l.c.l. services, freight 
forwarding arrangements, and piggyback service. These will be discussed, 
together with other aspects of transportation service, in the following chapter. 
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. PHYSICAL DISTRIBUTION 
(Continued) 


TRANSPORTATION SERVICE 

General considerations with respect to service were mentioned briefly in 
the discussion of the various transport agencies. Obviously, airlines give the 
fastest service of any carrier, whereas pipelines and water carriers take the 
longest time to transport commodities. Trucks arc usually superior to rail- 
roads in speed of service. The speed with which goods are transported, al- 
though often ver)' important, is by no means the only service consideration 
of importance to shippers. Railroads in particular provide many special scn iccs 
including specialized types of equipment, transit privileges, and \'arious types 
of l.c.l. service. Trucks and water carriers also provide specialized equipment, 
and motor carriers have followed the railroads to a limited e.\tcnt in pro\'iding 
transit privileges. Nevertheless, the railroads have been the originators of most 
of the special services. For this reason, the following discussion will be con- 
cerned primarily with rail service. 


Special Equipment 

As has been mentioned previously, there are many different types of rail- 
road cars. Four general types of closed cars may be designated: (1) those for 
flour, sugar, and similar items, (2) those for grain, (3) those for merchandise 
traffic, and (4) those for hides, brick, and similar commodities.^ )n addition, 
there are various types of open cars and other special cars for. those com- 
modities which cannot be loaded or carried efficiently in the regular closed 
boxcars. 'Fherc arc also various sizes of cars ranging from the standard length 

^ See Charles A. Taff, Traffic Management: Principles and Practices, rev. ed. (Home- 
wood, 111.: Irwin, 1959), p. 68. 
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of 40 feet, 7 inches, or less to a maximum of 50 feet, 6 inches. The trend is 
toward the use of larger cars and those which can be loaded and unloaded 
with materials handling equipment. Refrigerator cars make it possible to 
carry perishable produets, such as fruits, vegetables, meats, and fish, from 
distant places of production to consuming areas. Heater cars have also been 
developed. Flatcars are used for piggyback service and other purposes. 

Many of these special facilities were first introduced by interested shippers. 
This was the case especially with refrigerator cars. Tliey were expensive and 
required inspection and attention at various points during shipment. Fur- 
thermore, refrigerator cars arc used daring only a part of the year and must 
go from line to line to be utilized profitably. The fear that they would not 
prove profitable because of this limited seasonal use, and the inability of 
individual railroads to control their cars when on other lines, as well as a 
frequent disinclination to allow cars to leave their own lines, were all im- 
portant causes for the predominance of outside ownership during the early 
period of their use. At present the railroads own many of these special cars, 
but privately owned refrigerator and tank cars— the latter being used for 
petroleum products— are still of considerable importance. 


IVansit Privileges 

Transit privileges of xarious types are widely offered by the railroads and 
have long been a feature of railway service. In recent years, motor carriers 
have followed to a limited extent the example of the rails in providing such 
service. 1 ransit privileges are arrangements whereby the shipper or receiver 
may stop a shipment en route and reship without losing the right to pay only 
the through rate from the original shipping point to the final destination. 
Since the through rate is always considerably less than the sum of the in- 
termediate rates, the existence of transit privileges permits a shipper to take 
advantage of storage and processing facilities located at intermediate points 
without significantly increasing his cost of transportation. Actually a small 
fee is customarily charged for the transit privilege, but it is a nominal cost 
relative to the basic transportation cost. Usually there is a limit of one year 
as to the time a shipment may remain in transit. The most widespread use 
of the transit privilege is in connection with the shipment of grain, but some 
type of transit privilege is available for a wi ’e range of items, including iron 
and steel products, lumber and forest products, oils and oil foods, butter, 
eggs, coffee, agricultural implements, and many others. 

ITiere are many types of transit privileges. Among the more important 
are the following: 
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1. Storage in transit. This permits the product to be unloaded and stored 
at an intermediate point and then reshipped later to the final destination. 
A wide range of products are granted this privilege. 

2. Processing in transit. This includes fabrication in transit for iron and 
steel products, milling in transit for the grains, and the treating and fabrica- 
tion of lumber and forest products. 

3. Inspection in transit. Shipments of the grains arc often stopped in 
transit for inspection and grading. A similar transit privilege is involved in 
the grading and reconditioning of butter and in the grading and shelling of 
eggs. 

4. Refining in transit. The refining, hydrogenating, and blending of com 
oil, linseed oil, soybean oil, and similar products are iJcnnitted during transit. 

5. Mixing in transit. This involves the mixing, blending, and converting 
of grains into various kinds of feed. 

Transit privileges are most important in the shipment of agricultural 
products, but they apply to many other raw materials and semifabricated com- 
modities as well. One motor carrier now permits dipping in transit for tire 
fabrics. Cities which are able to procure transit privileges are able to divert 
to themselves a certain amount of traffic which might otherwise not be ob- 
tained. The location of processing and storage facilities is thereby affected, 
as well as the development of terminal markets and wholesaling centers. 


Diversion and Reconsignment 

Although the terms are likely to be used interchangeably, diversion refers 
to changing the destination of a shipment while the car is en route whereas 
reconsignment involves a change of destination after the shipment has 
reached the destination to which it had originally been billed. Diversion and 
reconsignment are privileges of great importance to many shippers. Cars may 
be shipped in the general direction in which the commodity is to go, without 
deciding on a specific market at once. When a car reaches a diversion point 
established by the railroad, it may be sent to the specific madeet which the 
shipper then believes gives the greatest promise. Such shipments move at 
the through rate from OQginal point of shipment to the final destination, as 
in the case of the transit privileges discussed previously. A ireconsignment 
charge is usually made, but diversion without charge is ofte^ permitted in 
the case of perishables. 

Although diversion and reconsignment privileges are extended to many 
types of products, such as grain, cotton, lumber, and coal, they are of par- 
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ticular importance in the marketing of perishable items, especially fresh fruits 
and vegetables. The demand in different markets may change while goods are 
en route, and to reach the best market they must be diverted from their 
original destination. Perishables in particular cannot be stored for long to 
await a more favorable price. They must be sold at once or shipped without 
delay to another market where better prices can be obtained. Moreover, it is 
frequently impossible to tell at the time of shipment whether a particular 
city will offer a good market by the time the product has reached it. This 
determination can be better made when the shipment has anived at the 
diversion point. At this time, with more recent market information available, 
the shipper or his representative is better able to judge what city offers the 
best market. 


Less-tlian-Carload Services 

Because less-than-carload shipments are important to railroads and 
shippers alike, both parties have endeavored to improve the service and reduce 
the expense. Ihe interest of the railroads in such improvement has been 
definitely stimulated by the competition of motor trucks, which generally are 
better adapted to the handling of l.c.l. freight. The railroads have experi- 
mented with many devices including package cars, pool cars, mixed carloads, 
pickup and delivery service, and trailer on flatcar or piggyback service. Shippers 
have not only utilized these railway services but have consolidated shipments 
through their own cooperative associations and through the use of freight for- 
warders. ITiese are in addition, of course, to the use of their own motor trucks 
and the services of independent trucking companies. 

Package Cars. Less-than<arload freight for different destinations was 
fonnetly loaded rather indiscriminately in a single car which had then to be 
switched to the shipping dock at each city, opened, the packages for that 
city pulled out, the car closed, and sent on to the next city. Car-to-car transfers 
were commonly necessary at junctions. An early and natural development, 
when sufficient traffic was involved, was to load all packages for a given 
destination into one car which moved directly to that point. This led to the 
development of merchandise or package cars operated regularly between 
virtually all large cities. 

Under this device, l.c.l. packages to be :.hipped to a single destination by 
a number of different shippers are placed in a single car and shipped through 
to the destination. Tlie dispatch of package cars may be subject to a stated 
minimum of receipts, but competition frequently causes the roads to send 
the cars whether or not the minimum is reached. Shippers are charged the 
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regular rates; but cars are commonly dispatched on regular schedules, 
the time of shipment is reduced, and handling is held to a minimum. The 
service is also of great assistance to the railroads, since it concentrates small 
shipments in through cars and so reduces loading and unloading costs, the 
cost of tranfers, and loss and damage claims. 

Pool Cars. Package cars have been developed to enable individual shippers 
to obtain better service at l.c.l. rates. The pool car makes it possible for a 
single shipper who can load a car with l.c.l. freight for a number of con- 
signees to ship it to a designated point at carload rates. At the destination 
his respresentative unloads the car, arranges for local delivery, and dispatches 
any shipments destined for other points by l.c.l. freight or motor truck. 

Mixed Carloads. By a somewhat similar sen'ice the shipper of several 
different products, no one of w’hich amounts to a carload in quantity, is 
enabled to ship them in a mixed carload at an all-commodity rate or at one 
which conesponds to the highest carload rate applying to any of the com- 
modities in the shipment. This rate is usually lower than the combined l.c.l. 
rates would be, and the service has the further advantages of speed and 
reduced danger of damage and loss. Moreover, special mixed carload rates 
have been made for combinations frequently shipped. Ihc mixed car privilege 
is advantageous to small shippers and buyers who arc thus enabled to obtain 
the expedited service of carload shipments at rates which are lower than the 
I.C.I. rates charged for package car shipments. 

Consolidated Shipments. Most shippers probably do not pay enough at- 
tention to the possibilities of consolidating their own l.c.l. shipments to take 
advantage of pool car and mixed car arrangements. It is, of course, even more 
difficult for two'or more shippers to work together to make up a carload of 
freight for shipment at carload rates. Accordingly, the work of consolidating 
the shipments of several shippers is usually carried out by freight forwarders. 
The forwarder pays the carload rate to the railroad and usually collects from 
the shipper the l.c.l. rate of the carrier. Sometimes a lower rate can be quoted 
to shippers, depending upon the commodity and the services rendered by the 
forwarder. Ihe principal advantage in using freight forwarders, however, is in 
the faster service obtained rather than in the rate charged. Consolidation to 
make up carload shipments results in greater speed of movement and less 
terminal handling and delay. 

A comparatively recent development in freight consolidation is the 
organization of nonprofit shipper cooperatives. These associations are com- 
posed of manufacturers or retailers in a given area. They perfGrm the func- 
tion of consolidating shipments for members in order to take advantage of 
pool car and other arrangements. Service advantages are obtained as well as 
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lower rates.* Approximately 100 such cooperatives are in existence, some 
organized by shippers and some by consignees, and there are indications that 
the freight forwarders have lost business to these cooperatives.* 

Pickup and Delivery Service. Regular l.c.l. service requires the shipper to 
deliver his freight to the railroad. The consignee must arrange and pay for 
its delivery from the freight station to his place of business. With pickup 
and delivery service these operations arc performed by the railroads, who use 
their own trucks or contract with local cartage companies. Where such service 
is offered, it is usually limited to certain distances from the railroad station 
and may be limited to freight paying certain minimum rates. The service is 
optional and allowances in the form of rate reductions are made to shippers 
who provide for their own cartage. 

Free pickup and delivery service on a limited basis dates back to the latter 
part of the nineteenth century, but its principal development took place dur- 
ing the early thirties in an effort to compete with motor carriers. Between 
1936 and 1953, such service was generally available throughout the United 
States. SiiiCC 1933 the service has been discontinued by the railroads operating 
in Eastern Territory ^ and also by some other rail carriers. 


'Frailer on Flatcar Service 

The most recent development in the effort of the railroads to compete 
with motor carriers, with respect to both carload and Icss-than-carload freight, 
is to haul loaded truck trailers on railroad flatcars. In this type of operation, 
commonly called “piggyback" service* but more accurately designated as 
“trailer on flatcar" service, a truck trailer is loaded at warehouse or factory, 
hauled by truck tractor to the railroad yard, placed on a flatcar, and hauled 
by the railroad to its destination. At destination, transfer of the trailer is 
again made to a truck tractor which hauls the consignment to the place or 
places where it is unloaded. The trailers may be owned by the railroads, by 
regular motor carriers, or by the shippers. Ihe railroad may perform all the 
services, including pickup and delivery of the trailers, or only the line-haul 
service. In the latter case, pickup and delivery is performed by the motor car- 

2 See Edward W. Sniykay and Irene Shielc, ‘‘Minimizing Transportation Costs with 
Shipper Co operatives,” Journal of Retailing, Sumincr, 1959, pp. 100-4. 

•* Sec “Co ops Gain on Forwarders,” Business Week, October 18, 1958, pp. 86 and 91. 

* 'I’his includes generally the area cast of the Mississippi River and north of the Ohio 
River to the Atlantic seaboard, 

»The designation “pigg>back” is apparently owned by the Piggyback Division of the 
General American Transportation Corporation. See Business Week, November 8, 1958, 
p. 55. 
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riers or by shippers. In a few instances, shippers also own and furnish the flat- 
cars.* 

Trailer on flatcar service was used for l.c.l. shipments as early as the 
twenties. Since 1953 the service has been greatly expanded as a result of 
certain Interstate Commerce Commission rulings and the development of 
larger flatcars which carry two trailers. Accordingly, the service is now widely 
used for carload shipments, or virtually the equivalent trailer-load. Although 
trailer on flatcar service still constitutes less than 2 per cent of total rail car- 
loadings, it is growing rapidly.^ More than two and one half times as many 
carloads of merchandise were hauled in this manner in 1959 than was the case 
in 1955. Moreover, the number of railroads offering the service is constantly 
increasing, equipment adaptations are being made to accommodate more and 
more commodities, and special trains are being provided to increase the 
speed of service.® Thus expansion of the service is expected to continue into 
the future, especially as new equipment becomes available. At present, the 
number of railroad flatcars equipped to carry trailers is somewhat limited. 

The principal advantage of trailer on flatcar service lies in reduced terminal 
handling costs. The great advantage of the motor truck in this respect is 
utilized directly. No transfer of merchandise from boxcar to truck is necessary 
for purposes of delivery. A substantial saving in pilferage and damage claims 
also results from this reduced handling of the merchandise. In addition, the 
line-haul cost of transporting the trailers by rail is less than the comparable 
cost of motor truck transportation. This encourages the motor carrier, where 
such service is available, to transport by rail some of the traffic which it 
originates. In some instances, joint rail-truck rates are in effect, giving the 
shipper the basic advantages of truck service at a lower cost than would be 
possible otherwise. 


STORAGE SERVICE 

Storage, like transportation, is a very important function of physical dis- 
tribution. Storage is the process of holding and preserving goods. The need 

•For a good discussion of the various plans in effect, see William T, Marcoux and 
Celia Sperling, ‘‘Recent Developments in Transportation,” The Marketdig and Trans- 
portation Situation, October F?59, pp. 40-2. 

’ During the first six months of 1959, TOFC carloadings amounted to 1.3 per cent of 
total rail carloadings. This was, however, a 61 per cent increase in rclationi to the similar 
period of 1958, at a time when total carloadings rose only 13 per cent. See Business Week, 
August 15, 1959, p. 142. 

•Although it is generally stated that some 50 major railroads offer TQFC service, a 
recent count ran to 94 participating roads. ^Fhe Great Northern Railway operates a special 
pickaback express nightly between Seattle and Spokane. See The (Spokane) Spokesman- 
Review, April 3, 1960, p. 15. In 1959 the first shipments of new automobiles were made 
using TOFC service. 
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for storage arises fundamentally out of the lack of adjustment between the 
times of production and the times of consumption of goods. Its primary 
service is to hold goods in order to bring about this adjustment. It also per- 
forms an auxiliary service in assisting in the transfer of commodities from 
place to place during the marketing process. 

Conditions Requiring Storage Service 

Tlie conditions which make it necessary to hold goods are of two general 
types, and consequently there are two principal kinds of storage service. The 
first of these is that which makes it possible to adjust supply and demand 
for products that are produced or consumed seasonally. Goods produced during 
a short season of the year must be held over if they are to be consumed in 
other seasons. This is the situation with most agricultural products. Frozen 
fruits and vegetables, butter, grain, cotton, wool, and tobacco, for example, 
are stored for varying periods of time. Another example of seasonal adjust- 
ment is iron ore from the Lake Superior district, which is accumulated near 
the steel mills in the Chicago and Gary district in large quantities during the 
summer. None can be shipped on the lakes after the close of transportation 
in the fall. Coal likewise is shipped on the Great Lakes to northern ports to 
be stored for winter use. 

This type of storage service is also required when there is lack of adjust- 
ment because of seasonal consumption. This occurs when goods which are 
consumed in large volume during short seasons are produced throughout the 
year or at least over long periods, a condition which arises in many manu- 
facturing industries. Christmas toys and decorations, for example, must be 
stored until the Christinas selling season. Many other products, although 
consumed throughout the year, are purchased by consumers in larger amounts 
during certain seasons. Common examples of these are clothing, sporting 
goods, automobiles, and building materials. 

The second type of storage service is that which is required to hold 
goods over a short period of time as they move through manufacturing and 
distribution channels. Both manufacturers and middlemen must store surplus 
supplies and merchandise. There are many reasons for this: to take advantage 
of quantity prices in purchasing and of carload rates for transportation, to 
guard against delayed shipments, to have enough merchandise on hand to 
meet variations in demand from day to day and from week to week, and to 
have a variety of stocks from which buyers can select. Many manufacturers 
find it necessary to keep goods constantly available at many distribution 
points throughout the country. In order to do this, someone must perform 
the warehousing function. At times, temporary market conditions will require 
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that goods be held for a longer period than originally contemplated. When 
this is necessary, additional warehousing facilities may have to be obtained. 

In addition, storage is essential to the effective performance of other 
marketing functions. Goods may be stored until enough have been collected 
to make up a truckload, carload, or boatload. Goods in storage may be ex- 
hibited to buyers, and they may be inspected, graded, conditioned, cleaned, 
mixed, and packaged by warehousemen. Stored goods may serve as collateral 
for loans. Finally, placing goods in storage may be a temporary expedient 
to remove them from the market in order to achieve price stabilization.® 


Types of Storage Service 

Storage is carried on both as an adjunct to private business and as a public 
service enterprise. Factories, wholesale middlemen, and retailers commonly 
have their own storage space in which to warehouse the goods they use or 
sell, but they also make wide use of public warehouse space. Agricultural 
products on reaching the market, whether they are used for final consumption 
or as raw materials for manufacture, are usually stored in public warehouses 
owned and operated by private companies for the express purpose of provid- 
ing storage space for others. Public warehouses are usually located in im- 
portant trade centers, and they render a variety of services for their clients. 
Since there are several distinct types, it is desirable to discuss at greater 
length the special features of public warehouses. It should be held in mind, 
however, that the bulk of the total warehouse space available for the storage 
of goods is operated by manufacturers, wholesalers, and retailers for their own 
use. 

Public Warehouses. In 1958 there were approximately 8,500 establishments 
in the United States offering public warehouse service.’® More than half of 
these consisted of household goods warehouses and food locker plants, which 
serve the general consuming public rather than the businessman engaged in 
the marketing of goods and thus need not be discussed here. The remaining 
types— farm products warehouses, refrigerated warehouses, and general mer- 
chandise warehouses— are all of considerable importance to the present dis- 
cussion. 

Special Commodity Warehouses, Some warehouses are designed for the 
storage of a specific commodity only. These are usually designated as special 
commodity warehouses. Included in this type are those facilities designated 

® The relationship of storage to prices will be discussed further at a later point in the 
chapter. 

According to the U.S. Census of Business: 1958, Public Warehousing, Preliminary 
Report (Washington, D.C.: U.S. Department of Commerce, Bureau of the Census, 1960), 

p. 1. 
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by the Census as “farm products warehouses'' and “special warehouse 
and storage facilities," a total of 1,915 establishments. Cotton warehouses 
are the most important segment of this class, constituting almost one half 
of the establishments and obtaining more than half of the revenue of all 
commodity warehouses. Grain elevators rank next in importance. Other 
types of farm products warehouses include facilities for the storage of 
tobacco, wool, potatoes, and other similar items. Other special products 
facilities include fur warehouses and storage tanks for bulk petroleum products 
and other bulk liquids, such as vegetable oils. 

Special commodity warehouses often perform other marketing services 
in connection with the storage function. These include inspection, grading, 
conditioning, and others previously mentioned. Cotton is often compressed 
while in the warehouse. Grain is inspected and graded. Auction sales are 
conducted by tobacco warehouses. Cleaning and mixing operations are also 
common. Some products may even undergo basic processing while in storage. 

Refrigerated Warehouses. Although refrigerated w'arehouses are relatively 
few in number, they perform an important storage service with respect to 
perishable food products. About half of the available space is in warehouses 
equipped to handle a variety of products. Ibc remainder is in w^arehouses 
that specialize in certain products, such as apples, eggs, poultr>^ and similar 
items. Most of the refrigerated space is used for fresh and frozen fruits and 
vegetables, for butter, cheese, and other dairy products, and for poultry and 
fresh meats. These are all products which arc highly perishable w^hen exposed 
to varying temperatures in ordinary storage, but which can be held for rela- 
tively long periods in cold storage without serious deterioration or impairment. 
Thus they can be placed in storage during the season of peak production and 
then fed to the market in the more regular stream that consumer use de- 
mands. In this way, prices are stabilized, production is encouraged during the 
regular season, and large marketings need not be so greatly discounted as 
would otherwise be the case. For some products, especially poultry and eggs, 
production now takes place under conditions wdiich permit a regular and 
steady output. Refrigerated storage is thus of considerably less importance 
than formerly for some items but is still important for many food products. 

General Merchandise Warehouses}^ About 1,500 general, or public, mer- 
chandise warehouses offer storage and other distribution services for virtually 
any item that docs not require special facilities.’" Manufactured and semi- 
manufactured goods make up a large part of the business of the general 

For a more detailed discussion, see John H. Frederick, Using Public Warehouses 
(Philadelphia: Chilton, 1957). 

’2 Some general merchandise warehouses maintain special facilities, usually to a limited 
extent. For example, a certain amount of refrigerated space is available in some general 
warehouses. Others maintain storage facilities for household goods. 
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tneichandise warehouse, but some raw materials are also stored. Manu- 
foctuieis, wholesalers, and retailers constitute the users of general merchandise 
warehouse fecilities. 

General warehousemen render many distribution services in addition to 
the basic one of storage. Pool cars and other consolidated shipments may be 
consigned to them for distribution and reshipment. They break down bulk 
shipments and large packages into smaller quantities. They load and unload 
freight cars and trucks for the owner of the goods. Thej'^ handle orders for 
manufacturers and arrange for delivery of the merchandise to buyers. 

Wholesalers and retailers most often use general merchandise warehouses 
for the storage of surplus stocks at times when inventories arc unusually 
large and their own space is completely filled. Manufacturers may also use 
merchandise warehouses in the same way and for the same reason. But some 
manufacturers use the merchandise warehouse as a distribution agent in 
preference to maintaining their own facilities. Spot stocks are kept in ware- 
houses at certain strategic locations. When orders are obtained by the salesmen 
of the manufacturer, they are sent directly to the warehouseman to be filled. 
The latter has a list of accredited customers to whom shipments may be 
made without further checking with the manufacturer. Thus orders are filled 
quickly from stocks that are maintained close to the market. Ihe manufacturer 
pays only for the services rendered by the warehouseman and docs not incur 
the overhead cost of maintaining his own branch distribution center. This is 
particularly economical for manufacturers who do not have a sufficient volume 
of sales in the area to warrant the establishment of such a branch. 

Bonded Warehouses. A bonded warehouse is not a special tv'pe of ware- 
house, according to the above classification, but is a warehouse which has 
taken out a bond to assure payment to the United States Treasury of certain 
taxes or import duties due on stored commodities.’” An Internal Revenue 
bonded warehouse handles goods, principally tobacco products and alcoholic 
beverages, which are produced domestically and which are subject to sub- 
stantial excise taxes. Both tobacco and alcoholic beverages are aged for a 
considerable period of time. If the excise taxes on these products had to be 
paid at the beginning of the storage period, the manufacturer would have a 
prohibitive sum of money invested in the products for a long ^ime. Storage 
of the products in a bonded warehouse permits the deferment of fax payments 

Some state laws require public warehouses to file a bond or a legal li;d>ility insurance 
policy as a protection to the users of their services. Also, under the Unit^ States Ware- 
house Act of 1916, some commodity warehouses are licensed by the U.S. .Department of 
Agriculture to issue federal warehouse receipts. Such warehouses arc also required to file 
a bond. These are not, however, bonded warehouses as the term is used here. 
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until the products are withdrawn for distribution through normal trade 
channek. To assure payment of the taxes prior to withdrawal of the com- 
modities, the warehouse is placed under bond to the Treasury Department 
and a government custodian is designated. The products cannot be withdrawn 
from storage until this latter official has signed a release. 

A similar type of arrangement is made through the Customs bonded ware- 
house for imported commodities subject to an import duty. The goods may 
be stored under bond without payment of the duty until the importer has 
arranged for their sale. At that time, the duty is paid and the goods are re- 
leased to the warehouseman who in turn releases them to the owner. As in 
the case of liquor and tobacco, the owner need not have a large sum of money 
tied up in tax payments pending final sale of the merchandise. 

Not all bonded warehouses are public warehouses. Distillers and tobacco 
manufacturers in particular often operate their own private bonded ware- 
houses. Moreover, there is usually a limit as to the time that products may 
remain in storage under bond. For example, until 1958 the limit for alcoholic 
beverages w«is eight years. At the end of that period, the tax had to be paid 
regardless of whether the product was withdrawn from storage. In 1958, 
however, the time limit was extended to 20 years in view of the large amount 
of whiskey which was being stored under bond at that time and which was 
approaching the eight-year time limit with little prospect of profitable sale. 


Characteristics of Adequate Storage Facilities 

lire Stonge of goods can be efficiently accomplished only when storage 
facilities meet certain requirements. Goods must be properly cared for, they 
must be stored at convenient points, and storage operations must be so con- 
trolled as to protect the interests of all concerned. 

Care of Merchandise in Storage. Goods in storage must be preserved as 
nearly as possible in their original condition. Protection from theft, fire, wind, 
water, heat, cold, insects, animals, and from natural deterioration is essential. 
The physical condition of the goods must be determined by inspection on 
arrival and on delivery, as well as from time to time during storage. Satis- 
factory warehousing of perishable foodstuffs commonly calk for the installa- 
tion of special equipment to provide refriyf ration in warm weather and heat 
in cold weather. The proper storage of grain may involve the provision of 
special machinery for cleaning and conditioning to keep it from heating in 
the bin, for example, or from spoiling from the collection of too much mois- 
ture. Some products need special care and treatment in storage in order to 
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condition them for use. Lumber is seasoned; meats, cheese, tobacco, and 
hides are cured; bananas, tomatoes, and some other foods are harvested green 
and put into storage for ripening. These processes may, of course, be con- 
sidered as production rather than marketing, but they are usually carried on 
as a part of the storage service and require special storage facilities. 

Location of Storage Facilities. The selection of proper places for storage 
is of considerable importance to effective marketing. Facilities must be placed 
so as to meet the needs of the prime producer, middleman, manufacturer, 
and final consumer; and they must be located so as to expedite transportation 
and financing. Goods cn route from the place of production to the centers of 
manufacture and consumption are stored at points near transportation facili- 
ties, and they must also be stored, so far as possible, near the markets in which 
they are bought and sold, near the factories in which they are processed, and 
near the financial agencies which provide the funds invested in them. In order 
to meet these requirements, surplus supplies are stored in warehouses close to 
the large commercial centers where the means of transport, exchange, and 
finance are concentrated, and in which manufacturing tends to center. 

The concentration of storage in central markets is further accentuated 
because the inspection and supervision of warehouses are important to the 
proper care of products which are to be used as the basis for loans or which 
are sold by sample. This is more effectively accomplished on a large scale, 
and the best results arc often obtained when the products arc held near to the 
agencies most directly involved. Supplies for consumption and manufacture 
can be quickly secured front central markets and so the need for storing in 
large quantities close to the consumer has been minimized. The economics of 
transportation and distribution in large amounts make it desirable, never- 
theless, to locate warehouse facilities where merchants who buy in large 
amounts are located. There is, consequently, a further need for storage facili- 
ties at those points outside the central markets at which wholesalers, manu- 
facturers’ branch houses, and transfer points for dispersion to retail stores 
and to manufacturers are found. Finally, storage commonly involves physical 
equipment and mechanical devices which are operated economically only 
when a considerable volume is stored in one place. 

Omtrol of Storage Facilities. Adequate control of warehpusing implies 
that warehouses shall be operated by firms which are reliable and can be 
depended upon;„'r the proper performance of the storage function. Title to 
the goods must rest clearly and certainly in the proper hands. 'Salable goods, 
in the last analysis, are the security for the funds invested, but they are of 
little value as security unless the title to them is clearly in the hands of the 
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proper party. Title is usually given by a warehouse receipt representing the 
goods stored. And the safety of the invested funds is not properly insured 
unless this receipt gives a clear title to the goods to the holder of the receipt. It 
was in large part to make this title secure that the United States Warehouse 
Act was passed in 1916, and it is with this in view that uniform warehouse 
receipts laws have been passed in the states, so that banks and other interested 
parties can be certain of the status of the security for the loans they make.^* It 
is for this reason that the Federal Reserve Board, the American Bankers 
Association, commodity exchanges, and the state and federal governments 
have all interested themselves in the control of warehouse receipts. 

It is often necessary that the value of stored commodities on which loans 
are made shall be accurately determined. As a result, the quality and grade 
must be known in order that their market value can be ascertained. For this 
purpose agricultural products in particular must be carefully inspected when 
they are placed in and taken out of storage, in order to determine the ware- 
houseman’s responsibility for their condition and quality. Federal, state, and 
municipal governments and commodity exchanges all have taken a hand in 
controlling cjm providing such inspection services. In many cases inspection 
certificates when issued are legal evidence of the quality of the goods at the 
time of the inspection. If in addition to this the goods have been sold for 
future deliver)', or if their future price has been assured through hedging,'® 
their value as security for a loan is enhanced. Here again the necessity for 
proper storage is important, so that the quality of the goods may be main- 
tained until the loan is paid off. 

The control of public warehouses is especially important to the financing 
of marketing, since a large part of the stocks of raw materials and foods and 
an appreciable part of the supplies of manufactured goods arc stored by in- 
dependent warehouse concerns. The owners of goods are frequently unable 
to supply their own storage space, and furthermore the service is often better 
rendered and more cheaply supplied when carried out on a large scale by 
independent specialized agencies. In the grain trade, for example, the ter- 
minal elevators are often licensed and controlled by the local exchange as 
well as by the state or federal government. For when grain is sold for future 
delivery, contracts arc met by the delivery of warehouse receipts, and success- 
ful trading necessitates confidence in these receipts. The rales charged and 
the service rendered by public warehouse, are commonly regulated by the 
state much as arc public utility rates and service. This is done mainly to 
avoid discrimination among users. 

‘♦See John H. Frederick, op.cit.. Chaps. 12, 13, and 14. 

»» See Chap. 23 for an explanation of hedging. 
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Storage and Other Marketing Activities 

It is evident from the previous discussion that the effectiveness with which 
the storage function is performed determines in part the successful perform- 
ance of other marketing functions. The availability of storage service permits 
manufacturers and middlemen more flexibility in their buying and selling 
activities and in their choice of transportation service. Inspection and grad- 
ing, phases of the standardization function, are often canied out by ware- 
housemen while the products are in their possession. And proper storage 
reduces the risk of physical deterioration of goods. There are two aspects of 
storage service, however, that are of sufficient importance to warrant further 
discussion. These are the relationship of storage to the financing of goods 
and the use of storage to reduce the risks of price fluctuations. 

Finance and Storage. The volume in which goods are stored and the length 
of time over which many are held give rise to some of the most difficult prob- 
lems of market finance. During the entire time that goods are in storage, 
funds are invested in them. These funds may be supplied by the producer, 
middleman, financial agency, manufacturer, or consumer. But whoever sup- 
plies them must face the possible loss of his investment, because the goods 
may deteriorate in quality, may be stolen, or may lose value in a falling mar- 
ket. Because of the importance of this aspect of storage, great attention is 
commonly paid to the relationship between warehousing and finance. 

Warehousemen sometimes serve as financial middlemen as well as storage 
agents, either through advancing funds directly, or by assisting the owner in 
borrowing from financial houses. The stored goods are often the security for 
loans made by banks or for the credit allowed by supply houses. To expedite 
financing, the warehouse receipt has been developed to a high degree of use- 
fulness by associative activity and by law, until it is now in many trades the 
basic security involved in financing goods. Warehouse receipts may be either 
negotiable or nonnegotiable. In either case, they constitute the evidence 
that certain designated goods have been deposited with the warehouseman. 
These receipts may then be assigned or endorsed to a bank as security for 
a loan on the merchandise involved. When the goods are sold, the loan is 
paid off and the warehouse receipt returned to the original owner who can 
then remove the goods from storage and deliver them to the bi^er. 

Field Warehousing. The importance in financing of the warehouse receipt 
issued by a public warehouseman is further emphasized by the development 
of field warehousing. Under this plan products are held in storage on the 
owner’s premises, but the warehouse spacQ is leased by a public warehouseman 
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who has physical and legal control of the goods. He allows no access to them 
except under prescribed conditions, and issues warehouse receipts to the 
owner which are used for making loans based on the value of the commodity. 
Thus the space becomes in effect a branch of the public warehouse. This is 
primarily a financial arrangement which enables the owner of goods to use 
them as collateral for loans. But for this device, he would need to place them 
in a regular public warehouse before a loan could be made. This would neces- 
sitate transportation to the warehouse, and the owner would be required to 
pay for the storage space; whereas he may have space of his own which can 
just as well be used. This method is now widely used by manufacturers, pro- 
ducers of raw materials, and middlemen. There are several large field ware- 
housing organizations which specialize in this type of arrangement. But any 
regular public warehouseman can engage in the practice so long as a way can 
be devised for him to take actual and exclusive possession of the property. 

Storage and Prices. Storage has an important effect on prices. By making 
it possible to hold products over from periods of surplus production so that 
they may be consumed uniformly throughout the year, it assists in the ad- 
justment of supplies to the needs of consumers and thereby exerts an influ- 
ence in stabilizing prices throughout the year. When surplus supplies are 
kept off the market, prices are maintained during periods of abundance. 
Consumers must, therefore, pay higher prices; but, in turn, they pay less 
when the stored products are sold during the period of scarcity. Again, since 
stored goods can be used as the basis for loans, it is possible for those who 
produce goods which are consumed seasonally to use the produced goods 
as security for loans, and they are thereby enabled to produce more uniformly 
throughout the year. This permits manufacturers to smooth out production 
peaks, and so results in improved production and reduced costs. Temporary 
gluts, particularly of agricultural commodities, as well as temporary shortages, 
can be avoided because goods can be stored and need not be sold as soon 
as they are produced. The net effect then of storage is to make prices and 
consumption more uniform throughout the year. This, likewise, results in 
larger production and consumption of seasonal goods, for consumers are 
given a longer time in which to consume, and out-of-season prices do not 
rise so high as they otherwise would. Moreover, producers can bring larger 
total supplies on the market over a period of time because they do not need 
to be “dumped” during the short season of production. Since the surplus can 
be held over for later sale, prices are higher during the season and losses from 
d um ping can be avoided. Even highly perishable commodities can be held 
in storage for a few days or hours to reduce or prevent loss from immediate 
sale on a glutted' market. 
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Other economies from storage that have a direct or indirect effect on 
prices through reducing marketing costs have already been pointed out. 
Transportation costs are often reduced. Carlots can be sent to the warehouses 
of manufacturers and middlemen, or to public warehouses, from which they 
can be distributed to local users. Since the rates for carload lots and for 
through shipments are commonly lower than for smaller shipments, this re- 
duces the amount of expensive small-lot transport that would otherwise be 
necessary. And because local deliveries from nearby warehouses are quickly 
made, the stocks of smalHot buyers can be reduced. Finally, operating on 
a large scale and carrying many products, public warehouses can often oper- 
ate more cheaply than could private warehouses operated by the individual 
businessmen who use their services. 

MANAGEMENT OF THE PHYSICAL DISTRIBUTION FUNCTION 

As indicated at the beginning of the previous chapter, manufacturers and 
middlemen are paying more and more attention to the problems of physical 
distribution.'® Some firms have even established a physical distribution de- 
partment with a manager of equal rank in the organization to that of the 
marketing manager and the manufacturing manager. In most cases, however, 
the department is operated as a staff department responsible to the market- 
ing manager. 

The function of the physical distribution department is to take charge 
of the products from the time the manufacturing process is completed until 
the goods are delivered to buyers. The department is responsible not only 
for transportation anej warehousing but also for inventory control of finished 
goods, for order processing and handling, for billing, and for all phases of 
customer service. The physical distribution department works with other 
departments on the technical aspects of package and carton design, especially 
as such design affects transportation and warehousing costs. It works also 
with the manufacturing or production department on production planning 
and scheduling, particularly with respect to economical production runs and 
the balancing of lower manufacturing costs against higher storage and financ- 
ing costs when runs are increased. Modern physical distribution, then, en- 
compasses a variety of activities previously scattered throughout the organi- 
zation. It has been described, in military terms, as the logistical arm of the 

See, for example, Richard S. Dcnenholz, “Physical Distribution a$ a New Staff 
Function in Marketing/' in Frank M. Bass (ed.), The Frontiers of Marketing Thought 
and Science, Proceedings of the December 1957 Conference (Chicago: Anierican Market- 
ing Association, 1958), pp. 95-101; and Business Week, November 14, 1959, pp. 108-10 
and 114. 
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marketing organization^ supporting the strategy and tactics of the regular 
marketing organization and bearing the responsibility for delivering the right 
products to the right places at the right times in the right amounts.'" To 
this we might add the phrase ‘'at the lowest possible cost"' consistent, of 
course, with good service. 

The modem emphasis on physical distribution has been brought about, 
in fact, by the desire to reduce costs as well as by the need to increase effi- 
ciency and improve customer service. Transportation and storage costs con- 
stitute a substantial portion of the total cost of marketing many products, 
and such costs have risen appreciably since World War II. In the effort to 
control these costs, management has found it necessary to pay more atten- 
tion to the various alternatives available for the physical distribution of its 
products and to engage in a greater amount of planning for such distribution. 
Obviously, transportation costs and warehousing costs must be balanced 
against each other to determine the lowest cost combination, e.g., whether 
to ship small amounts at high freight rates and reduce or eliminate ware- 
housing costs or ship carload lots at low rates with the result that storage 
costs are incicascd. In addition, it has been discovered that there are many 
savings to be made in general inventory control and in order handling costs, 
areas of control that have been largely neglected in the past. 

In addition to the cost considerations mentioned, there have been many 
new developments in materials handling equipment and in data processing 
equipment. Properly used, these machines can improve efficiency and pro- 
vide greater control over operations. But, to achieve these advantages, it may 
be necessary to revise the traditional organizational structure so that all phases 
of physical distribution will be closely coordinated. If proper planning and 
coordination arc obtained, not only w'ill efficiency be improved but the cus- 
tomer will receive better scr\^ice. And this is the primary objective of the 
entire marketing operation, 

llie result of this greater emphasis on physical distribution, in consumer 
goods lines at least, appears to be the development of large distribution centers 
both by manufacturers and by chain retail organizations. These large centers 
have replaced to a certain extent the more numerous branch warehouses that 
previously existed. In the case of manufacturers, the renters have also taken 
over the function of finished goods storage previously performed at the 
plant. Thus, as soon as the goods are p oduced, they are shipped to the 
distribution warehouses in carload lots. Here modern equipment and ware- 
house facilities arc available for economical handling and storage. Inventory 
control is established through the use of data processing equipment at cen- 

Richard S. Denenholz, op.cit.f pp. 96-7. 
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tral locations so that exact knowledge is always at hand regarding availability 
of stocks at all distribution warehouses. Data processing facilities are also 
used to process and handle orders, to check credit ratings of customers, and 
to take care of invoicing and billing. Orders are filled promptly by the dis- 
tribution warehouses, using in many cases special transportation facilities such 
as contract truck carriers or piggyback trains on expedited schedules. The 
result is lower costs, increased efficiency, and better service. Moreover, the 
field sales offices can concentrate their efforts on selling without being con- 
cerned with warehousing and order filling, as they once were. 

With increasing frequency, business firms are using mathematical pro- 
graming to solve some of the problems of physical distribution. Through the 
use of mathematical and statistical techniques, including linear programing 
and other methods of operations research, it is possible to handle management 
problems involving a large number of numerical values. Mathematical models 
and formulas can be devised which will solve many of these problems.’* For 
example, a company with a dozen factories and several hundred customers 
finds it very burdensome and time consuming to determine the best and 
lowest cost transportation pattern using nonmathematical methods. Through 
mathematical programing, however, the “best” solution can be obtained more 
accurately and economically. 

In the area of physical distribution, mathematical programing has been 
used successfully, for example, to choose the best location for a new ware- 
house, to distribute customer orders among existing warehouses in such a way 
that transportation delays and costs will be minimized, and to establish lot 
sizes for purchased or produced goods which will minimize the combined 
costs of acquiring and holding inventories. Tlie success of mathematical pro- 
graming in the field of physical distribution is leading to further development 
in the construction of operationally useful mathematical models that simu- 
late the behavior of consumers and competitors and that allocate resources 
to the various types of selling effort. In all of these applications, it is usually 
desirable to work out the problems with the assistance of electronic comput- 
ers— which can then also be used for inventory control and in the other ways 
previously mentioned. 

This brief discussion indicates something of the importance; of the func- 
tions of physical distribution, including transportation and si)rage which 
have been considered at greater length. Previous chapters haye been con- 
cerned with the functions of exchange, selling and buying, whi^h constitute 

See Alexander Henderson and Robert Schlaifer, “Mathematical Programing,” Horvord 
Btistnesa Review, May-June 1954, pp. 73-100; and C. West ChurchnRin, Russell L. 
Ackoff, and E. Leonard Araoff, Introduction to Operations Research (New York: Wiley, 
1957). 
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the heart of marketing. The four following chapters will consider the facili- 
tating functions— financing, risk-taking, obtaining and utilizing market in- 
formation, and standardization— which are also very important aspects of 
the marketing process. 


QUESTIONS AND PROBLEMS 

1. Using as a basis the organization chart shown in Figure 18-1 on p. 383, in- 
dicate the changes that would be necessary to establish the physical distribution 
function on the organizational lc\'el suggested in this chapter. 

2. Consider the question of whether the physical distribution manager should 
be subordinate to the marketing manager or hold a position of equal authority 
and responsibility. What are the advantages and disadvantages of each possi- 
bility? 

3. Draw a revised organization chart showing a physical distribution manager 
and a marketing manager on the same plane of authority and responsibility. 
Include under the physical distribution manager the various subdivisions that 
normally and logically belong there. 
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MARKET FINANCE 


The problems of market finance have to do with supplying the funds 
necessary for the performance of the marketing functions. In particular, funds 
are needed by business firms to finance the holding of stocks of merchandise 
and to meet the costs of buying and selling. In addition, credit is often ex- 
tended to the ultimate consumer for the purchase of goods, and funds must 
be available to finance such credit extensions. Thus the function of market 
finance involves two principal aspects or problems: (1) the financing of busi- 
ness enterprise, and (2) the financing of consumers. 

FINANCING BUSINESS 

The funds used by business are obtained by permanent investment and 
by means of current or short-term financing. The former includes the per- 
manent investment made by the owners of business enterprises engaged in 
marketing activities, such as the investment of individual businessmen or of 
stockholders, and -long-term loans such as are effected through the sale of 
bond issues. The latter includes funds borrowed on a short-term basis and 
credit arrangements for the purchase of merchandise. The present discussion 
will be concerned primarily with this latter type, that is, with the financing 
of current expenses involved in the production, purchase, and sale of mer- 
chandise, and for carrying stocks. The problems of current financing for the 
purchase of materials, equipment, and supplies used for production cannot be 
clearly differentiated from those involved in meeting the expenses of market- 
ing. But since the need for such financing arises primarily out of jnarket con- 
ditions, it may be considered an integral part of the present discussion. 


Conditions Determining Current Financial Needs 

The amount of funds required for current financing depends upon a 
number of factors. All business firms have certain normal working capital 

446 



Market Finance 447 

requirements which often are met either through invested funds or through 
some relatively permanent source of capital such as long-term borrowing. 
In addition, most lines of business have certain “peak” seasons during which 
current funds are needed in unusually large amounts. This is especially true 
with respect to agricultural products, which must be stored and financed 
from the time of production to the time of consumption. The peak season 
is found also in the production and sale of automobiles and other durable 
consumer goods, in the construction industry, in men’s and women’s cloth- 
ing, and in fact to some degree in virtually all lines of business. Additional 
funds are also normally required to finance goods during certain peak selling 
seasons, such as Christmas and Easter. Finally, most business firms have tem- 
porary needs for additional working capital from time to time for other rea- 
sons. Temporary peaks and valleys in the volume of sales being obtained 
affect current needs for funds. Cyclical changes in business aflFect not only 
sales volume but also the collection of receivables. These and other factors 
relating to market conditions determine at any given time the amount of 
current financing required. 

Normal Working Capital Requirements. Business firms vary greatly in 
the amount of funds needed to meet normal working capital requirements. 
'Fhesc variations depend basically upon the conditions of production and 
marketing in specific industries and upon the efficiency with which a specific 
business enterprise is conducted. Among the factors which are important in 
determining normal working capital needs are the following: (1) the unit 
costs of production and marketing, (2) the length of the production and 
marketing cycle, (3) the quantity and variety of stocks that must be earned 
to meet demand, (4) the accuracy with which the market is anticipated and 
production, purchases, and sales are correlated, and (5) the terms of payment 
offered and received. Each of these factors will be explained briefly in the 
following discussion. 

Costs of Production and Marketing. Industries in which raw materials are 
expensive, which require costly processing of these materials, or which in- 
volve high marketing costs for the finished products need larger amounts 
of working capital per unit of production than do industries in which the 
reverse conditions exist. Automobiles and other consumer durables of high 
unit value constitute good examples. Not only must manufacturers finance 
the production and purchase of numera ls parts and subassemblies, but in 
addition capital must be available from some source to pay transportation 
and other marketing charges incuned by the products prior to final sale 
to ultimate consumers. As a result, the financing of inventories and floor 
stocks at both the manufacturer and dealer levels constitutes a major problem. 
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which at certain levels of distribution has been taken over by specialized 
financing agencies. Even with these special financing arrangements, however, 
it is still necessary for dealers in some of these products to maintain large 
amounts of invested funds for working capital purposes. 

Length of the Production and Marketing Cycle. The length of time that 
,4oods are in preparation for the market— that is, in the process of manufac- 
ture, in storage, in transportation, and in other phases of the marketing 
process— is very important in determining normal working capital require- 
ments. Obviously, if goods are long in process, the investment in the materials 
being processed will be large in relation to the cuncnt output. In some in- 
dustries, as in the manufacture of iron and steel and the products made from 
them — ships, locomotives, buildings, bridges — goods are in process or in 
storage between processes for months and often for years before they are 
in the form in which final consumption takes place. In the clothing industry, 
because of the time involved in production, large stocks ready for market or 
near the final stages of production must be kept in reserve to meet the pos- 
sible demand. These conditions reduce turnover and increase the necessary 
working capital and the cost of financing. In other industries, however, proc- 
essing is completed in a few days and shipments to buyers made almost im- 
mediately, thus keeping at a minimum the amount of working capital required. 

Quantity and Variety of Stocks Required. Another important factor affect- 
ing the financial requirements of a business is the amount of finished goods, 
/^terials, and supplies that must be kept on hand to accommodate fiuctuations 
in demand for the product and in the receipt of materials and supplies. When 
a large inventory must be maintained, a considerable investment in stocks 
is necessary. Thi^ condition arises when supplies are uncertain and irregular 
in arrival or when they must be transported from a distance. Again, if the 
plant is located far from a portion of the market for its product, or if whole- 
salers and retailers order in small quantities relative to sales, large inventories 
of finished goods must be maintained and financed at the factory or at 
strategically located warehouses. When these large stocks are held by middle- 
men, of course, the burden is simply shifted or divided; the fundamental situ- 
ation is not altered. 

Some goods must be produced in a variety of types, sizes, and colors. 
The greater the variety of products and models the larger are the; inventories 
that must be canied by manufacturer and middleman in order th;|t they may 
be certain of having in stock whatever the consumer desires. Apd carrying 
these inventories requires additional funds. Some firms in the pakit industry 
have solved rather well the problem of furnishing a variety of dolors, espe- 
cially for interior use, without a substantial increase in inventories, by shift- 
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ing some of the processing to the retail dealers. The base and the pigment 
are sold separately and the dealer mixes the paint for the consumer. A variety 
of pigments must be stocked, of course, but the same base can be used for 
various colors and these stocks can be maintained at much lower levels than 
would otherwise be possible. For most products, however, such an arrange- 
ment is not feasible, and investments in stocks continually increase at all 
levels of distribution as greater and greater varieties of products are made 
available to consumers in our modem economy. 

Correlation of Production and Purchases with Sales. The accuracy with 
'Vhich production, purchases, and sales are correlated is also an important 
factor in determining the amount of working capital required. A close corre- 
lation between production or the purchase of merchandise on the one hand 
and the sale of goods on the other is more easily obtained in some industries 
than in others. For example, the demand for staple goods is likely to be more 
regular and less subject to unforeseen fluctuations than is the demand for 
fashion merchandise. Thus the market for the former can be anticipated 
more exactly than it can be for the latter, and production and purchases 
can be more closely correlated with sales. Nevertheless, the success with which 
this is done is likely to be as much a matter of managerial efficiency within 
the particular firm as it is to depend upon the type of merchandise involved. 
The accuracy with which demand is anticipated and the effectiveness with 
which the goods are sold determine the relationship of stocks to sales and 
thus the rate of stock turnover. And rates of stock turnover may vary greatly 
among firms operating in the same line of business. In any event, the higher 
the rate of stock turnover the less is the investment in merchandise and the 
cost of financing that investment.* 

Terms of Payment. The terms of purchase and sale affect the need for 
-forking capital. When the manufacturer or middleman pays cash for his 
purchases of materials or merchandise but extends credit to those who pur- 
chase the final product, he must have funds with which to finance these 
transactions. Thus it is not uncommon for wholesale merchants to pay cash 
within 10 days, carry the goods in their warehouses until they are sold, and 
extend credit to the retailers and other buyers to whom they sell. At the 
other extreme is the manufacturer who is given credit for his supplies and 
has his working capital advanced by purchasers. In his case direct financing 
is at a minimum. Again, the length of lime for which credit is extended 
to customers affects the volume of current financing. It may be further in- 
fluenced by the extent to which cash discounts are offered and taken. 

r There arc. of course, disadvantages to too high a rate of stock turnover. See the dis- 
cussion in Chap. 19. 



450 Principles of Marketing 

Terms of sale vary a great deal from industry to industry. In a number 
of lines, terms are quoted of “2 per cent 10 days, net 30.” This means that 
if the bill is paid within 10 days after the date of the invoice a cash discount 
of 2 per cent is allowed from the face amount, and that in any case the 
full amount must be paid at the expiration of 30 days. If the cash discount 
privilege is generally exercised by the buyers, and it obviously should be since 
the effective rate of interest involved is some 36 per cent, the seller requires 
less working capital than is needed in situations where the buyers delay pay- 
ment until the final due date or even later. 

There are other lines of business in which the terms of sale are both more 
restrictive and less restrictive than the 2/10, net 30 terms. Many grocery 
wholesalers now sell only for cash on delivery and thus reduce their own 
financing needs to a minimum. In other lines, however, such as dry goods 
and ready-to-wear, textbooks, and house furnishings, longer terms are often 
granted through the use of extra and season datings. TIius tenns of 2/10, 
60 extra are rather common in the dry goods field, meaning that the retailer 
has 70 days in which to take the cash discount and 90 days for the net period. 
Textbooks sold and delivered to book stores during August and September 
are usually invoiced at some such date as October 15, thus giving the retailer 
an opportunity to sell the stock before payment must be made. In both of 
these examples, the manufacturer or publisher must maintain relatively large 
amounts of working capital because of the lengthy terms of sale offered. 

Seasonal Fluctuations in Financial Needs, llie problems of financing 
seasonal peaks are of particular interest to students of marketing because 
such problems are due largely to market conditions. If sales are seasonal and 
production involves a considerable period of time, stocks of goods must be 
manufactured and held ready for market long before they will be bought 
by final consumers. On the other hand, if production is seasonal, stocks must 
be held for later consumption. These conditions can be illustrated from well- 
known industries. 

Since the production of cotton and wool is seasonal, stocks must be held 
throughout the year for the use of the textile mills. The sale of clothing is 
also seasonal, and consequently much of the finished product must be pro- 
duced well in advance of the time of final sale. The seasonal production of 
lumber and the seasonal sale of automobiles and other consumer durable 
goods are further illustrations. The canning of salmon and o^ fruits and 
vegetables and the manufacture of .sugar illustrate industries i 0 which the 
goods are not long in process, but in which the production of the taw material 
is seasonal. Since the raw materials are perishable, such commodities are held 
in the form of finished products and are stored by manufacturers and middle- 



Market Finance 4$1 

men. In the case of flour, the grain is held and milling is carried on more 
or less uniformly throughout the year. Obviously, these and other seasonal 
industries require at certain peiiods of the year additional current funds, often 
rather substantial amounts. These funds are usually provided through short- 
term loans. 

Other Temporary Needs. There are also times when particular temporary 
conditions, not of a recuning seasonal character, make additional funds 
necessary. There are numerous reasons for this situation, but in general they 
are tied to the changes that take place in business conditions. During periods 
of general prosperity and peak demand, additional working capital may be 
necessary to finance increased production and the costs of marketing these 
additional products. When prices are rising rapidly, more funds are required 
to finance investments in raw materials inventories and stocks of finished 
goods. Major changes in fashion and the introduction of new products gener- 
ally also call for abnonnally large current expenditures of a temporary nature. 

Adverse changes in business conditions are as likely to lead to a need for 
additional funds, at least for a time, as are favorable changes. When sales 
decline, cxis.i'ig stocks of finished goods must be held for a longer period 
than previously anticipated. At the same time, that merchandise which is 
sold may not be paid for promptly. During recession periods, there is a 
tendency for payments on accounts receivable to be “slow” with a resulting 
need for more working capital on the part of the creditors. Eventually, of 
course, adjustments are made to the new situation: production and purchases 
are curtailed, credit risks tend to be selected more carefully, and the need 
for current funds is reduced. 

Conclusions. It is a principle of good management that the investment 
in inventories shall be as small as is consistent with the needs of the business, 
'lire stock of raw materials and supplies which the manufacturing plant has 
on hand or cn route to its factory should be no larger than the immediate 
needs of the plant require, and its supply of finished products should not 
be in excess of the immediate needs of its market. The stock of the middleman 
should be no larger than service to his customers necessitates. The ideal would 
be for the raw materials to flow into the factory in just sufficient quantities 
to meet the needs of processing, and for processing to proceed so as to turn 
out finished goods in exactly the quantities immediately demanded in the 
market. With the middleman, the ideal would be for goods to come into 
the warehouse just in time to be put into proper condition for immediate 
sale. These ideals are, however, impossible of achievement. 

For the going concern, the actual amount of current funds needed is de- 
termined primarily by market conditions. If the market is not seasonal, this 
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amount will be relatively constant. For after the product begins to reach 
the market, there will be a steady flow of products out of the factory and 
a flow of income into the treasury. This will offset the steady payments for 
materials, supplies, labor, advertising, and other current expenses. Such a 
condition with income balancing outgo is, however, seldom realized, and the 
industries are few indeed in which there are no problems of seasonal finance. 
Even with these fortunate industries many problems of current finance arise. 
For general business conditions affect the volume of sales, payments may 
be slowed up with a retardation of general business, prices vary from time 
to time, and deliveries of raw materials are inegular. These and many other 
considerations make it impossible to depend upon current income always 
to meet current outgo. 

Methods of Financing and Sources of Funds 

The funds with which to meet the needs previously outlined may be 
supplied in several ways: (1) by the use of invested capital and long-term 
bonowing, (2) through short-term borrowing from banks and similar financial 
institutions, (3) through the use of factors and other types of accounts re- 
ceivable financing, and (4) by postponing payment through the use of open 
account credit. 

Financing through Permanent Investment. A certain amount of long-term 
financing is required, of course,’ for every business. The invested capital of 
the owners and long-term borrowing are the basis of such financing, the pro- 
ceeds being used to purchase buildings and equipment that will be utilized 
over a period of time. In addition, a certain amount of permanent working 
capital is also obtained from these sources, although many firms depend upon 
short-term bank loans and credit extension by suppliers for much of their 
normal working capital. 

Although having a large proportion of invested funds does give stability 
and security, this is not necessarily the best policy to follow in financing a 
given business enterprise. Since working capital requirements do fluctuate 
to a certain extent, there is always the possibility of having idle ftinds which 
at best, when not in use in the business, can be loaned with safety only at 
low rates of interest. But even for normal and relatively permanent working 
capital needs, it may be more profitable to rely on borrowing,! often of a 
long-term nature, rather than on invested capital. The firm whi^h can earn 
10 per cent, say, on the capital it employs, while paying intere$t of only 5 
or 6 per cent on borrowed funds, obviously is in a position to profit from 
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borrowing— provided that it can do so without too great a risk of losing 
control of the business. 

The problems of long-term financing, however, are not of great impor- 
tance to the present discussion. It is sufficient to note that some working 
capital needs are often supplied through permanent investment and long-term 
borrowing. The function of market finance is more properly concerned with 
the problems of short-term credit: bank loans, accounts receivable financing, 
and credit extension. 

Bank Loans. Temporary demands for current funds can often be satisfied 
through the use of short-term bank loans. This is likely to be the source of 
funds utilized to finance the seasonal peaks of business and to carry unusually 
large inventories or accounts receivable. Although such loans are usually 
made for relatively short periods of time, e.g., 30 to 90 days, they can often 
be renewed for additional periods and thus become virtually a source of 
permanent working capital. 

Bank loans may be either secured or unsecured. The unsecured note of 
a seller, provided he has a reputation for character and ability and provided 
his business in a satisfactory state, is commonly considered sufficient. Tliis 
is particularly true insofar as the loan is made to cover current sales. Such 
loans are self-liquidating. That is, an actual sale of goods has been made, and 
the normal expectation is that payment will be received. If the borrower 
himself has a good credit standing, collateral is unnecessary. The loan is made 
primarily because of the bank’s belief that it can collect from the seller. It 
is his credit which is primarily considered. 

On the other side of the transaction there is the buyer who may also 
bonow to make payment to sellers. In some cases, sellers do not extend credit 
to buyers and immediate payment must be made. In other instances, buyers 
may desire to make immediate payment in order to take advantage of the 
cash discount. If funds are not otherwise available to the buyer, a bank loan 
may be necessary. Such loans can usually be obtained on an unsecured note. 
But larger advances and a lower rate of interest may be offered if some form 
of collateral security is used, such as warehouse receipts or bills of lading. 
Since the goods are in the hands of the buyer and since he holds title to them, 
there is little reason for not using them as collateral. 

In the marketing of raw materials, in particular, this type of secured loan 
is important. From the time when grain or cotton, for example, is sold at 
the farm, the products are commonly used as the basis for the loans needed 
to finance the purchases. Warehouse receipts are used to secure the loans 
which are liquidated when the product is sold.* Automobiles and other manu- 

3 See Chap. 21 for a discussion of the use of warehouse receipts in financing. 
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factured products are similarly used as collateral for loans as they are sold 
by manufacturers and purchased by distributors and retail dealers. 

Accounts Receivable Financing. During the period since World War 11, 
nonbank corporate financing has grown very rapidly. The growth of the 
economy during this time has resulted in substantial demands for additional 
working capital on the part of business enterprise, demands which could 
not be fulfilled by the banks either because of a shortage of loanable funds 
or because of the type of risk involved. Accordingly, many business enter- 
prises have turned to factors and commercial finance companies for loans, 
using their accounts receivable for security. It is estimated that factoring and 
nonnotification loans against receivables amounted to some $11 billion in 
1957 compared with about $4 billion in 1946.® 

Factoring. Factoring involves a continuing agreement between the finan- 
cial institution, or factor, and the client by which the former purchases the 
accounts receivable of the latter without recourse for credit losses and, when 
desired by the client, advances cash against these receivables.* Thus there are 
really two principal aspects of factoring. ITie first is that the factor assumes 
the credit and collection function for the client and all risk of nonpayment. 
In practice, the factor approves the extension of credit at the time of the 
sale, and the buyer of the merchandise is instructed by the seller to pay the 
invoice directly to the factor. The factor collects the account and remits the 
amount to the seller less the commission or fee which is charged for the 
service, usually from 1 to 2 per cent of the amount of the invoice after dis- 
counts. The commission is actually a service charge for the work and expense 
of assuming the credit and collection functions, the exact amount involved 
being subject to negotiation and depending upon a number of considerations 
such as the type of industry, the size of the client, and the number and 
average amounts of the invoiees. 

The second aspect of factoring is the advance of cash against the out- 
standing receivables, i.e., the lending of money. If the seller, or client, desires 
cash immediately, that is, before the average due date of the receivables, the 

* In 1957 factoring constituted about 40 per cent of the total and nonnotification 
pledging of accounts receivable 60 per cent. The 1946 ratios were more nearly the reverse. 
See ‘The Postwar Surge in F’actoring/' Business Week, January 11, 1958, p. 84. Data on 
the amount of accounts receivable financing for earlier years are also given iti Herbert R. 
Silverman, '‘Factoring as a Financing Device,” Harvard Business Review^ September 1949, 
p. 594; and in Raymond J. Saulnier and Neil II. Jacoby, Accounts Receivable Financing 
(New York: National Bureau of Economic Research, 1943). . 

^ For more complete discussions of factoring, see Clyde William Phelps, <The Role of 
Factoring in Modem Business Finance (Baltimore: Commercial Credit Company, 1956); 
and Theodore H. Silbert, “Financing and Factoring Accounts Receivable,” Harvard Busi- 
ness Review t January-February 1952, pp. 39-54; as well as the references cited in the 
previous note. 
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factor will advance the cash and charge the client a rate of interest, his- 
torically and customarily 6 per cent per annum.® Although business firms 
that deal with factors no doubt do so in most cases in order to obtain financing 
when needed, it should be understood that the advance of cash against re- 
ceivables is essentially a separate transaction which is not necessarily directly 
related to the assumption of the credit and collection function by the factor. 

Prior to World War II, factoring was found principally in the textile 
industry where it has been the principal method of financing since the early 
1800s. Because of its highly seasonal operations and many small manufac- 
turers, this industry is considered to be especially adapted to factoring, and 
most of the so-called '‘old-line"' factors have concentrated their efforts in 
textiles. At present, however, factoring is being used in many other lines: 
furniture, shoes, machinery, hardware, paper, chemicals, and the like. Some 
firms, however, are reluctant to deal with factors because of the notification 
feature. They fear that buyers, upon receiving notice to make payment to 
the factor, will interpret this as a sign of undue financial weakness. Therefore, 
many sellers outside the textile industry prefer the simple pledging of ac- 
counts receivable as security for loans, an act which does not require notifica- 
tion to the buyers. 

Ordinary Accounts Receivable Financing. Ordinary or nonnotification 
accounts receivable financing involves an agreement whereby the financing 
institution purchases open accounts receivable as they arise, or advances funds 
secured by the pledge of such receivables, with recourse on the client for bad 
debt losses and without notice to the debtors.® As sales are made, the seller 
forwards account statements to the finance company which advances imme- 
diately from 70 to 95 per cent of the gross value of the accounts. Collections 
continue to be made by the seller who also forwards all payments on account 
to the finance company. Thus the amounts actually borrowed from the finance 
company may vary greatly day by day as receivables are pledged and collec- 
tions made. The finance company makes an interest charge on the average face 
value of accounts pledged which may vary from 1/30 to 1/52 of 1 per cent 
per day, depending upon the percentage of the advance to receivables ^ and 
the current level of interest rates. 

^ When there is a shortage of credit and high rates of interest generally, a higher rate 
will be charged. For example, in late 1959 the going rate for loans by factors was 7.8 per 
cent, which is said to have been a record high as o; that time. See Business Week, October 
3, 1959, p. 27. 

® Clyde William Phelps, Accounts Receivable Financing as a Method of Business 
Finance (Baltimore: Commercial Credit Company, 1957), p. 15. 

^ If the advance regularly amounts to 70 per cent of the receivables, the interest rate 
is lower than if the percentage advanced is, say, 90. Note that the interest charge is on 
the face value of accounts pledged not on the amount of the loan. A rate of34o of 1 per 
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Nonnotification accounts receivable financing is a more recent develop- 
ment than factoring, the first such commercial finance company being or- 
ganized in 1905. A number of additional companies began business between 
1910 and 1920, but the volume of business in 1941 amounted only to $536 
million. As indicated previously, a very substantial growth has taken place 
since World War II. Although the interest rates charged by commercial 
finance companies may appear to be rather high, it should be held in mind 
that other services, such as management advice, are often rendered and that 
the borrowers are usually firms which cannot qualify for the lowest bank 
rate in any event. Thus commercial finance companies are playing an in- 
creasingly important role in providing current funds to business enterprise.* 

Open Account Credit. All the methods of short-term financing involve 
the use of credit. Whether funds are borrowed to pay cash at the time of 
purchase or soon thereafter, or whether the payment of cash is postponed 
by the buyer, the basis of the transaction is credit. Someone must have funds 
tied up in the goods which arc being “carried.” One of the main sources 
of credit from the buyer’s point of view is in mercantile or trade credit, the 
sale of goods on credit by one business house to another. Between 80 and 90 
per cent of such business transactions in the domestic market are made on 
credit. Although written credit instruments such as promissory notes and 
drafts are occasionally used, by far the most common form of mercantile 
credit is the sale of goods on open account. 

Broadly, open account credit aids the flow of goods through the channels 
of distribution by enabling buyers to obtain goods while paying for them 
at another and later date. Specific businessmen, however, look on open 
account credit in different ways. To the seller it is a means of maintaining 
and expanding his sales volume. If he is unwilling to grant customers credit, 
he may find them taking their business to other sellers who are not so stringent 
in their credit requirements. Conversely, if the seller is willing to grant credit 
to buyers who cannot secure credit elsewhere, he will be able to expand his 
sales volume. He cannot grant credit to all potential buyers indiscriminately 
or he will find his credit losses too large, but it may be profitable to accept 
a certain number of credit losses if sales are expanded sufficiently in the 
process. 

Buyers look on open account credit as a means by which they! can secure 

cent with a loan of 90 per cent of face value is the equivalent of an interest irate of 10.14 
per cent per year, whereas an interest rate of Via of 1 per cent on a loan rate 7$ per cent 
constitutes an effective interest rate of 9.92 per cent. See Phelps, op.cit., pp.'38-9. 

* Regular commercial banks may engage in accounts receivable financing, but the bulk 
of the volume is handled by commercial finance companies. Some of the latter also engage 
in factoring. 



Market Finance 457 

resources not otherwise available, and in the use of those resources they 
hope to earn a profit. In most cases the buyer will need to invest some money 
of his own in his business before he will be able to obtain credit of any type. 
A merchant who buys on credit and sells for cash, however, may be able to 
carry on his business with very little investment of his own. It is reported 
that the original Big Bear supemiarkct was started with an investment of 
only $1,000 on the part of the promoters; yet sales in the first year reached 
almost $4 million and profits totaled $166,507.* 

The credit period involved in open account credit tends to conform to 
the time in which the purchaser expects to receive the funds with which to 
pay. Thus in groceries and foods, where the rate of stock turnover is high, 
the extension of credit by wholesalers to retailers is likely to be limited to 
seven days, a period during which it is expected that the goods will be sold 
by retailers to final consumers. As previously noted, in dry goods and ready- 
to-wear, extra datings are used and terms of 60 to 90 days are common. 
Actually the relationship between credit terms and rates of stock turnover 
is likely to be a very rough one and rather inexact. Most credit terms have 
their origin i>i historical considerations and industry customs which are not 
necessarily appropriate to modern business. A good example is the 2 per cent 
cash discount which was probably justified in an era when capital was scarce 
and the value of cunency unstable. At present, however, it represents a very 
high premium for prompt payment and one which has little economic 
justification. For the same reasons, the length of the credit period is not always 
closely related to the needs of modem business, but customs are often difficult 
to change and existing practices tend to be continued. 

FINANCING CONSUMERS 

Consumer credit, as distinguished from mercantile credit, is credit 
granted to individuals for consumption purposes. It consists of two general 
types: (1) credit granted by retail firms and service establishments, or their 
financial agencies, for the purchase of goods and services, and (2) personal 
loans obtained by individuals from banks and other financial institutions. 
The marketing student is primarily interested in the first type since it involves 
the direct extension of credit in conjunction with the sale of merchandise. 
ITie net effect of both types is likely to be similar, however, since personal 
loans are obtained essentially in order to pay for goods and services that are 
being purchased or have already been purchased. 

*M. M. Zimmennan, Super Market — Spectacular Exponent of Mass Distribution 
(New York: Super Market Publishing Company, 1937), p. 12. • 
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Importance of Consumer Credit 

The amount of consumer credit outstanding increased from $6,444 million 
at the end of 1929 to $52,046 million at the end of 1959, or from 7.8 per cent 
of total disposable personal income in the former year to 15.4 per cent in the 
latter. The data in Table 22-1 give a breakdown of outstanding consumer 

Table 22-1 

Consumer Credit Outstanding in the United States, 
by Types, at End of Year 1959 


Type of Credit 

Amount 
(in millions 
of dollars) 

Per Cent 
of Total 

Total 

52,046 

100 

Instalment Credit 

39,482 

76 

Automobile Paper 

16,590 

32 

Other Consumer Goods Paper 

10,243 

20 

Repair and Modernization Loans 

2,704 

5 

Personal Loans 

9,945 

19 

Noninstalment Credit 

12,564 

24 

Charge Accounts 

5,351 

10 

Single Payment Loans 

4,176 

8 

Service Credit 

3,037 

6 


Source: Survey of Current Business, June 1960, p. 517; percentages computed by the 
writers. 

credit at the end of 1959. Instalment credit amounted to 76 per cent of the 
total, the largest portion of which— some 52 per cent— consisted of the 
financing of the purchase of automobiles and other consumer durable goods. 
Regular merchandise charge accounts amounted to 10 per cent of the total 
credit outstanding, and service credit, which is also open account credit, con- 
stituted 6 per cent. Thus more than two thirds of all outstanding credit was 
directly connected with the purchase of consumer goods and services. 

It is evident that consumer credit is a very important factor in the economy 
of the United States. Moreover, it seems to increase in importance each year. 
The extent to which retail sales are actually made on credit is imt revealed, 
however, by the above data, and no exact information is available. Some 
retailers, such as* supermarkets, do not grant credit at all. In most merchandise 
lines, however, credit is readily granted by retailers, and credit sales in some 
types of retail institutions, such as service department stores, amount to 60 
or 70 per cent of total volume. General merchandise retailers, even those 
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which traditionally have emphasized cash sales, are more and more turning 
to the use of credit. For example, the J. J. Newberry Company in 1955 installed 
full credit facilities in each of its retail outlets, and in 1959 Sears, Roebuck 
and Company and Montgomery Ward and Company both inaugurated 
30-day charge account service to supplement their instalment credit plans.^® 

Credit is extended, of course, as a convenience to the consumer. But the 
philosophy of credit extension is much more involved than this for the modern 
general merchandise retailer. Credit is actually a selling device, a method of 
sales promotion. Tlie availability of credit is advertised and promoted by the 
retailer in the same way and for the same reason that he promotes his selection 
of merchandise or his price lines or his convenient location. Charge accounts 
are actively solicited rather than being merely available— because the charge 
customer buys more merchandise more often than does the cash customer. 

For this reason, there has been since World War II a great liberalization 
of credit terms and a concentrated effort on the part of many agencies to 
provide a credit card for every occasion and a credit plan for every purse. 
Airline tickets and trips to Europe can be charged and paid for on the instal- 
ment plan The holder of a Diners’ Club or American Express Company 
credit card can purchase a wide variety of goods and services from various 
establishments, not only throughout the United States but in many other 
countries as well. And banks have also entered the credit card field, permitting 
the holder to charge at any local affiliated store and pay the bank rather than 
the store. These and other developments will be discussed in the following sec- 
tions. 


Types of Consumer Credit 

Credit involving the purchase and sale of goods and services can be 
classified into two general types: open account credit and instalment credit. 
The distinctions between the extremes of these two types is very clear, llie 
regular charge account is the principal manifestation of open account credit, 
whereas a clear example of instalment credit is the making of a down payment 
on a purchase followed by a series of monthly payments with interest being 
charged and the entire transaction secured by a chattel mortgage or condi- 
tional sale agreement. In practice, however, distinctions are sometimes diffi- 

Sears, Roebuck and Montgomery Ward fiui offered instalment credit during the 
thirties and permitted any purchases totaling $10 or more to be paid for in instalments. 
As of 1958, Sears' credit sales amounted to 47 per cent of total volume. See Business Week, 
August 9, i958, p. 38. For an account of the Newberry experience, see Walter C. Straus, 
“Newberry's Goes After Charge Bu.siness — and Finds It Good," Credit Management Year 
Book, 1958-J959 (New York: National Retail Merchants Association, 1958), pp. 18-22. 
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cult to make because of the tendency of retailers to establish a variety of 
credit plans to fit the various needs of consumers. 

Open Account Credit. The regular so-called "30-day” charge account is 
the typical form of open credit. A statement or bill is sent by the retailer or 
service establishment at the end of the month for all purchases made during 
the month, and payment is supposed to be made by a stipulated date of the 
following month, usually the tenth or fifteenth. This routine is frequently 
disrupted, however, by the use of “cycle billing” by retail stores and service 
establishments. In order to even out the work of the billing department, many 
retailers and service businesses, especially the large ones which have a multi- 
tude of accounts, close accounts and send out statements each day throughout 
the month for a certain group of customers. Bills are then due 10 to 13 days 
after the receipt of the statement, or at some other stipulated date. 

Open account credit may also be extended for periods longer than “30 
days.” Where this is a feature of a regular credit plan, it may be difficult to 
distinguish from instalment selling. Many retailers advertise terms of one 
third in 30 days, one third in 60 days, and one third in 90 days with no interest 
charge. ■ Where there is no ehattel mortgage or conditional sale agreement 
permitting repossession of the merchandise, and no interest or sen'ice charge 
or offsetting discount for cash, such a transaction appears to involve essen- 
tially open account credit even though payments are made in instalments. 

Many retailers, especially department stores, give even longer terms. 
Not uncommon is the revolving credit plan. There are numerous modifica- 
tions, but the general arrangement is to establish a line of credit, say $300, 
purchases being permitted up to this amount. One sixth or one tenth of the 
outstanding balance is then pdid each month. Thus in the six months plan, 
if the full $300 of merchandise is purchased immediately, $50 is paid at the 
end of the first month, and an additional $50 of merchandise can then be 
charged to the account. Regardless of the amount of the purchases actually 
made, one sixth of the amount is paid each month. An interest or service 
charge is normally made on the unpaid monthly balance in this type of credit, 
usually 1.5 per cent, and contracts are sometimes signed whereby the customer 
agrees to make the monthly payment. In such cases, the transaction probably 
should be regarded as instalment credit rather than open account credit 
although there is no repossession agreement involved.^^ 

As noted previously, open account credit is granted to the consumer 

Some banks have also entered the revolving credit field through the use of “revolving 
check credit.” A line of credit is established with the bank and the individual writes 
checks against it. Repayment terms and interest charges are similar to thdse already de- 
scribed, except that twelve month plans with an interest charge of 1 per ednt pet month 
ate probably more typical of bank plans. 
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primarily as a convenience and to make it easy for him to buy. The credit 
customer has closer ties to a particular store and tends to buy more merchan- 
dise there than is the case with the cash customer. He also tends to buy more 
merchandise in total. Accordingly, among certain types of retailers, there is 
substantial competition for credit accounts and a continual tendency to 
liberalize payment terms in an effort to attract more credit business. The 
result is an increase in the cost of credit extension to the retailer for which 
he may or may not be directly compensated by the consumer. 

The cost to the retailer of extending open account credit is typically 
assumed to be about 5 per cent of sales, although costs are likely to vary 
considerably depending upon the credit policies of the firm. These costs are 
incurred primarily in the recording of the transactions, in billing and receiv- 
ing payment and other office routines, and in providing current funds for 
operations while waiting for payment. Bad debt losses are not a substantial 
cost factor for most finns, amounting on the average to less than 0.5 per cent 
of sales. Most consumers do pay their bills although many of them do not 
necessarily pay promptly. When this is the case, obviously the costs of credit 
extension, iftc^'case. In any event, the 5 per cent figure is probably a con- 
servative estimate of cost for many stores, since it is difficult to isolate and 
compute all of the costs involved in credit extension. 

Since 1950 there has been a tendency for banks to enter the retail credit 
field by providing a service which is usually designated as ‘‘charge account 
banking.’' Consumers make their credit arrangements with the bank which 
issues a credit card to each person approved. This card permits the holder 
to charge purchases at the designated stores which have joined the plan. 
When a credit purchase is made, the retailer sends the sales slip to the 
bank which credits the retailer’s account immediately with the amount of 
the sale less a service charge of 5 or 6 per cent. At the end of the month, 
the bank bills the customer in one statement for all charge purchases at 
those stores which belong to the plan. If the customer pays promptly there is 
no financing charge, but if payment is delayed or made in instalments an in- 
terest charge is added.^* 

There are obvious advantages to charge account banking. There is added 
consumer convenience, provided most retailers join the plan, since only one 
credit card need be carried and one payment made at the end of the credit 

^2 For an account of one of the early charge account banking plans, see Joseph M. 
Russakoff, “Retailers Get Rid of Banking,” Journal of Retailing, Fall 1952, pp. 107-10 
and 139. As of 1958, it was estimated that some 60 banks, generally those in small com- 
munities, were offering this service. In October 1958, the Chase Manhattan Bank in New 
York announced adoption of charge account banking, and since that time many jidditional 
banks have entered the field. See Business Week, October 25, 1958, p. 96. 
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period. The retailer himself is relieved of the burden of credit management, 
although not the cost. All risk of nonpayment is shifted to the bank, as well 
as any possible customer ill will that may result from unusual but necessary 
collection efforts. Charge account banking is likely to be particularly appeal- 
ing to the small retailer who does not have either the management or financial 
resources to compete on equal terms with large retailers in credit extension. 
With the bank underwriting and administering the entire program, he is in a 
position to offer a more complete service than would otherwise be possible 
without undue diversion of management cflFort to the credit function. 

On the other hand, charge account banking deprives the retailer of one of 
the main advantages of open account credit. The customer now in effect has 
an automatic charge account at every member store and is no longer tied 
to any one retailer by virtue of the credit being extended by that retailer. 
For this reason, few large retailers have been interested in joining charge 
account banking systems. For such firms in particular, credit is a promotional 
device the value of which is greatly reduced by joining any group plan. 

Instalment Credit. Although more merchandise is actually sold on open 
account than on the instalment plan, the effect of instalment credit upon 
the economy is greater than is the effect of open account credit. The reason 
for this is that instalment credit requires a much longer period of time to 
repay and thus affects the consumers ability to make new commitments 
for that period of time. As previously noted in Table 22-1, the amount of 
consumer credit outstanding at a given time is heavily weighted with instal- 
ment credit and especially with instalment sales credit. 

According to the traditional view, instalment credit is designed for use 
in the sale of durable goods of relatively high unit cost which have a reposses- 
sion value: automobiles, major household equipment items, furniture, and 
similar goods. A significant down payment is required together with additional 
monthly payments which are limited in numl>er. A chattel mortgage or con- 
ditional sale contract is used, permitting repossession at any time that pay- 
ments are in default. The repossession value of the good at any given time 
is in excess of the unpaid balance. Thus the seller or his financing agent can 
hardly lose on the transaction, and the consumer can enjoy the use of the 
good while he is paying for it. 

Modern-day instalment selling, however, has departed from these principles 
in many ways, Down payments and monthly payments have become smaller 
and smaller, thus increasing the length of time for which credit is extended. 
Tlie buyer s equity in the good is thus likely to be so small at any given 
time that the repossession value of the item is less than the outstanding 
balance owed. Of even greater significance, instalment credit is now extended 
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to merchandise which has no second-hand or repossession value at all. In 
fact, many retailers permit any purchase or combination of purchases of a 
certain minimum amount, such as $20, to be paid for on an instalment basis. 
Thus instalment credit is often granted on the same basis as open account 
credit rather than on the security or repossession value of the item purchased. 
Experience seems to indicate that most regularly employed consumers are 
good credit risks. 

Advantages and Disadvantages of Instalment Credit. Many arguments 
are made both for and against this method of financing consumer purchases. 
The major arguments against instalment sales are not based on the resultant 
credit losses. In some lines they are no greater than the losses on open account 
credit, and in any event they arc not of great significance and can easily be 
provided for in the price of the goods or in the instalment charges. But there 
are abuses in instalment credit and it is very easy for the modern consumer 
to become overextended and assume too hea\y a burden of debt for his own 
welfare. Moreover, consumers often pay too little attention to the cost of 
instalment credit.” If the monthly payment seems reasonable, no effort may 
be made to a.vCrt^ain carrying charges and interest rates. And very little con- 
sideration appears to be given to the alternative of postponing consumption 
until cash can be paid and using the savings in interest to buy additional 
merchandise. Interest rates on instalment credit commonly amount to 1 1 to 
12 per cent of the average unpaid balance, and frequently there are service 
charges in addition. Payment of these costs necessarily curtails the amount 
that consumers can spend for additional goods. 

Another major criticism is that economic fluctuations are accentuated. 
The chief products bought on an instalment basis are durable items which are 
purchased in large volume when business conditions arc good. But during 
periods of recession or depression, purchases decline as existing products arc 
made to serve for a longer time. Instalment selling encourages purchases of 
such goods in periods of prosperity, but when business conditions arc bad 
the normal decline in sales is accentuated by the need to continue payments 
on old instalment contracts. Moreover, some people find it impossible to 
maintain instalment payments, repossessions take place, and the repossessed 
items add to the surplus of products available in the market. Against this 
argument it is pointed out that the well-managed companies that finance 
this business have shown their soundness m periods of depression, and that 

According to one study, two thirds of the users of instalment credit did not know 
the amount of the carrying charge or interest rate on their most recent instalment purchase. 
Moreover, the larger the amount of credit involved the less was the knowledge of the 
carrying charges. See Jean M. Due, “Consumer Knowledge of Installment Credit Charges,’" 
Journal of Marketing, October 1955, pp. 162-6. 
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expansion and restriction of credit in times of prosperity and depression are 
much greater in other types of credit. 

The advantages of instalment credit arise from the fact that many people 
will not save in order to buy expensive items, but they will pay for them 
if they can buy first. Obviously, instalment credit is almost a necessity in the 
purchase of some products, and its availability has greatly increased the sale 
of such items. This has made it possible to expand the use of mass methods 
of production, thus reducing costs and leading to still further expansion of 
markets. In fact, it is sometimes argued that the resulting expansion of markets 
for some durable goods— automobiles, for example— has made possible reduc- 
tions in manufacturing costs and improvements in the product which more 
than offset the consumer’s cost of buying on the instalment plan. Further- 
more, the development of finance companies has reduced the amount of 
eapital tied up in credit extensions on the part of manufacturer, wholesaler, 
and retailer and so has conserved their working capital. It is also argued that 
in no other way could many persons ever own these expensive products, and 
that many others enjoy them much sooner than would otherwi.se be possible. 
Finally, it is pointed out that the carrying charges on instalment selling are 
lower than those charged by personal loan companies to which more persons 
would resort if they could not buy on instalments; and that, because instal- 
ment credit is largely administered by well-managed finance companies, it is 
on a more sound basis than the retail charge account as usually administered. 

Regulation of Instalment Credit. Because of certain abuses in the use of 
instalment credit and because of the effect of instalment sales upon the econ- 
omy, there has been a certain amount of regulation of instalment transactions. 
Most of this regulation has been at the state level where the primary interest 
is in consumer protection. The first such law was passed in Indiana in 1935, 
and by 1950 there were twelve states with legislation of this type.’* During 
the latter half of the fifties, as reports of exorbitant charges and other 
abuses became widespread, a number of additional states entered this legisla- 
tive field, and many existing statutes were amended to provide for better 
eontrol. 

State laws regulating instalment sales credit generally require that all 
charges be disclosed and clearly stated. Some laws regulate the amount of 
the carrying charges or “pack” that can be imposed, and some [regulate the 
amount of the commission or “kickback” that the finance comiamy pays the 
dealer for the contract. Regulations arc also usually established with respect 

*^See Wallace P. Mots, “State Regulation of Retail Instalment Financing — Progress 
and Problems,” Journal of Buaness, October 1950, pp. 199-218, and January 1951, pp. 
43-71. 
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to refinancing and repossession. In some cases there is outright regulation of 
the rate of interest that may be charged by the financing agency.^® 

The interest of the federal government in the regulation of instalment 
sales has been primarily from the point of view of the effect upon the economy 
rather than the effect upon immediate consumer welfare. Thus during World 
War II, when it was desirable to discourage consumer spending in order to 
limit the amount of inflation, instalment selling was regulated by the federal 
government. Minimum down payments were specified for various types of 
merchandise, and the total length of time for which credit could be extended 
was also regulated. 

In 1956 the Board of Governors of the Federal Reserve System undertook 
a study of consumer instalment credit to determine whether permanent regu- 
lation was necessary, in view of the constant increase in the amount of such 
credit being extended and its potential effect upon the economy. A great 
deal of information was collected in connection with this study, but it was 
not considered necessary at that time to recommend permanent regulation. 
No doubt the future growth and impact of instalment credit will be carefully 
watched 

There appears to be little doubt that the use of instalment credit has con- 
tributed significantly to the development of the economy and in most cases 
to consumer welfare. There can also be little doubt that abuses exist and 
that the consumer does not always make wise decisions with respect to the 
utilization of such credit. Nevertheless, the sale of goods on the instalment 
plan will continue, and every possible effort should be made to remove the 
abuses and evils that exist. Governmental regulation very likely will constitute 
an increasingly important phase of this effort. 


QUESTIONS FOR DISCUSSION 

Consider the general problem of governmental regulation of consumer credit, 
especially instalment sales credit. Should there be widespread regulation of this 
field, and, if so, what type of regulation? There are really two aspects to this 
problem. The first is that of consumer protection, which is exemplified by the 
state laws mentioned in the text. A proposed federal law of this type has been 
introduced in Congress, however. Should this bill be passed or should the con- 
sumer protection aspect be left to the states? Why or why not? 

For example, the California law passed in K ^9 — which applies to all instalment sales 
of goods and services — limits credit charges to 10 per cent of the first $1,000 of a contract 
and 8 per cent of all amounts in excess of $1,000. These are nominal rates, and the actual 
interest rate per annum will depend upon the length of the payment period. See Business 
Week, May 16, 1959, p. 128. 

i®See Consumer Instalment Credit, 6 vols. (Washington, D.C.: Board of Governors 
of the Federal Reserve System, 1957). 
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The second aspect is the effect upon the economy. During World War II 
the federal government, through the Board of Governors of the Federal Reserve 
System, established certain requirements as to the amount of down payments and 
the number of months over which payments were permitted. Should this type 
of regulation be made permanent, with credit terms being tightened or made 
more lenient according to the state of the economy? 
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MARKETING RISK 


During the entire marketing process there is danger of loss from 
unforeseen circumstances. This uncertainty, or risk, is assumed by those who 
take part in marketing and particularly by those who take title to goods. 
There is risk of loss from fire, flood, storm, theft, deterioration, and from 
bad debts or general financial difficulties outside the control of the individual. 
Fashions may change or the market may be misjudged, leaving unusable 
products in the hands of those who have produced them or purchased them 
for resale. Increased supplies, reduced demand, or changes in the value of 
money may change the prices of commodities. Some of these risks can be 
wholly or partly insured against, or the burden can be shifted to the shoulders 
of those who specialize in bearing them. With many others, however, the 
businessman as producer or middleman must himself contend. In this chapter 
attention will be given to the nature of marketing risks and to methods of 
minimizing risks. Protection against risk of price change by means of futures 
trading on organized commodity exchanges will be discussed in some detail. 

CAUSES OF MARKETING RISK 

The risks involved in the marketing of goods vary greatly both in origin 
and in effect. For purposes of the discussion here, they will be classified into 
three groups on the basis of cause: (1) those risks resulting from changes 
in market conditions, (2) those resulting entirely or largely from natural 
causes, and (3) those arising partially or wholly out of the human element.^ 
The first of these three is the most significant. 


Risks Arising from Changing Market Conditions 

The greatest risk in marketing results from price fluctuations caused by 
changing market conditions. Price changes cause actual loss, cff the loss of 

^ It is clear, of course, that these groups are not mutually exclusive. 
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potential profit, to those who own goods and to those who must purchase 

them. If, for example, the price at which a farmer sells his grain is higher 
than the cost of producing it, the farmer operates at a profit. If the grain sells 
for less than the cost of producing it, he suffers a loss. If the price at which 
it sells is higher than prospective purchasers had anticipated, their potential 
profits decline, or actual loss may result to some or all of them. But when 
the price is lower than they had anticipated the gain is theirs, and a loss 
may be sustained by the farmer. All producers bear risks of this kind. And 
all middlemen, particularly merchants, are confronted by them. Anything, 

then, which affects the demand for or supply of a product, or which brings 
about a maladjustment of demand and supply— such as poor crops, deteriora- 
tion of goods in storage, fashion changes, new and competing products— 
influences its market price, and may thereby cause loss to some and gain to 
others. 

Time Risks. Most of the risk arising from market conditions is due to 
the passage of time. Goods are bought with the hope or expectation that 
they can be sold later at a price that will net a profit, but anticipated prices 
are not alwa>s realized. The wholesaler incurs this type of risk when he buys a 
product for later sale to retailers. The retailer runs a similar risk in buying 
from the wholesaler or manufacturer, expecting to sell at a profit to the con- 
sumer. But consumers may not buy at a price that is profitable to the retailer. 
He is unwilling then to restock at the old price, or perhaps in the former 
volume. The wholesaler, nevertheless, may have already bought from the 
producer, and so he in turn suffers loss. 1 he producer incurs a like risk, for 
he must use capital, labor, and raw materials in producing his product, al- 
though by the time it is ready for market there may be no demand, or such 
demand as exists may be at a price so low that loss will ensue. 

Modern methods of production make the time clement particularly im- 
portant, and thus influence market risks. Production commonly involves fixed 
investments and heavy expenditures which may have to be made years before 
the product is ready for the market and the proceeds of its sale can be expected 
to return profits or to safeguard the principal. A steel manufacturer, for 
example, buys land, constructs a plant, procures materials, and employs labor 
with which to make steel to sell to a manufacturer of electrical supplies. The 
latter in turn has invested with the expectation of selling some of his output 
to a manufacturer of electric fans, and the- fan manufacturer proposes to sell 
his product to the public. But in the meantime room air-conditioner units 
are put on the market at prices which curtail the profitable demand for electric 
fans. This necessitates a readjustment all along the line. 

Of course, it is true that the plant of each manufacturer can be adjusted 
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to the new needs of the market. But this may involve expenses which were 
not anticipated and which some of the manufacturers may be unable to meet. 
Other manufacturers, furthermore, having foreseen the change that was to 
take place, are by now well entrenched. If those who were less successful in 
their forecast of the market succeed in securing an adequate volume of sales, 
it may be only at an excessive selling cost. 

There are many other unforeseen circumstances that affect marketing 
risk. For example, the manufacturer of room air-conditioners may estimate 
that he can sell a certain number of units during the forthcoming summer 
season, and he establishes production schedules accordingly. But when the 
season opens, although he has a large stock ready to ship, and materials and 
equipment and labor for making more, the air-conditioners do not sell as 
rapidly as anticipated due to an unusually cool summer. Or perhaps, after 
a good start, demand falls off as a result of improved models being offered 
by competitors. Again, a reduction in business activity and employment may 
depress the market, or a strike in the steel industry may result in a lack of 
steel for the manufacture of the product. 

A large part of the investment in modern industry is relatively permanent, 
and often cannot be salvaged after adverse market changes except by changing 
the equipment and the product manufactured. 'I'his may involve great expense, 
and even then the market may not be large enough to take the new output 
at a price that will net a profit. If the new product docs not appeal to the 
public, or if the plant cannot be teadily transformed, it may even be necessary 
to dispose of the plant at a considerable loss. Surplus stocks of goods con- 
taining the results of large investments in labor, materials, and capital may 
lie in the warehouse unsold, or they may have to be sold at less than cost. 
It is evident that, since the investment and expenses of many producers 
anticipate the market for years ahead, an error in judgment or a change in 
conditions may result in large losses. 

Place Risks. Place risks arise from the fact that prices for the same com- 
modity are not in line at different points of sale. That is, different price levels 
prevail because the commodities are in different places, rather than because 
a period of time has elapsed during which prices for the commodity have 
changed in all markets. Such risks are now minimized. Market news spreads 
so rapidly that in well-organized markets it is .seldom possible to buy goods 
in a market where prices are low, transport them to a market in which prices 
are higher, and then sell at an extraordinary profit. Neither is it likely that 
goods purchased in one market will have to be sold at a heavy loss in another 
market, simply because prices arc lower there than in the first. This is true 
because such gains or losses as these can arise only out of the lack of knowledge 
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of conditions in one market by those who are in another. But in markets 
which are not highly organized, in buying and selling perishable commodities, 
or in dealing with uninformed buyers or sellers, profits may be taken and 
losses occur because prices in different markets are out of line. 

Risks of Competition. A general change in demand is not the only market 
risk that the producer must face. A competitor may revise his method of 
manufacturing so as to improve the quality or lower the costs of his merchan- 
dise, or he may improve his methods of selling. In consequence, prices may 
be reduced and demand diverted by competitors until a particular producer, 
if he cannot utilize the same or equally successful methods, is forced to sell 
at a loss or even to go out of business. Middlemen likewise must contend 
with competition. The independent retailer finds that he is losing business 
to a contract chain operator around the corner, or to a new shopping center 
that has been recently established. Modern-day competition in marketing is 
so dynamic that every businessman must be constantly alert to the actions 
of his competitors and their effect upon his operation. 


Other Causes of Risk 

Enough has been said to show that business is an undertaking involving 
great risk, most of which arises out of market conditions. But there are two 
other familiar classes of risk to which the businessman is subject, and which 
may have a very direct effect on his marketing activities and their financial 
results. 

Natural Risks. Natural risks include the possibility of loss from causes 
beyond the control of man. Such causes include rain, wind, lightning, hail, 
earthquakes, disease, \'crmin, heat, and cold. Eor example, in the marketing 
of livestock, although all normal precautions arc taken to prevent loss from 
o\'crhcating during extremely hot w^cathcr, some animals may die cn route 
to market. Or a windstorm may cause loss of material or added costs of 
handling in a lumber yard. 

Risks Resulting from the Human Element. Some uncertainties or risks 
arise partially or wholly out of the human element. Examples are the possi- 
bility of loss through dishonesty, such as embezzlement by employees and 
pilferage by employees or outsiders; bad debts due to insolvency (or dis- 
honesty) of debtor-customers; spoilage, bn akage, or other losses due to care- 
lessness or incompetency on the part of employees; premature death or 
serious illness of executives whose knowledge and personality may be im- 
portant factors in the success of the business; legal liability for injury to em- 
ployees or customers; and outside risks such as strikes, industrial depression, 
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and war. A type of risk which has become of increased importance is that of 
governmental activity resulting in new forms of taxes or in legislation and 
regulations which may require extensive record keeping and costly modifica- 
tions of established marketing practices. 

METHODS OF MINIMIZING RISK 

Effort is constantly made to eliminate risk, or at least to minimize its 
effects. There are two general approaches to minimizing risks: (1) efforts to 
prevent the occurrence of a loss by eliminating its causes, such as special fire 
prevention measures, and (2) the shifting of risks that cannot be eliminated 
to persons or agencies that are more willing or better qualified to bear them. 
Insurance and contracts of purchase and sale are examples of shifting or 
dividing risks. 


Preventive Efforts 

Preventive measures designed to eliminate the cause of a risk or to reduce 
the chance of occurrence are generally the responsibility of individual busi- 
nessmen, and the success of a particular firm in minimizing its risks is likely 
to depend in a large part upon the quality of the management of the firm. 
It is obvious, however, that most risks cannot be completely eliminated re- 
gardless of the extent of the individual management efforts. When this is 
the case, and particularly when the risk arises out of competitive conditions, 
it is not unusual for a group oc association of competitors to take collective 
action in an attempt to reduce the incidence of the risk. Finally, there are 
certain types of marketing risks of sufficient importance presumably to the 
general welfare to require governmental regulation of, and assistance to, 
those who must bear them. 

Individual Management Efforts to Reduce Risk. There are many measures 
which alert managements can take to minimize risk. The construction of 
fireproof buildings and the adoption of various fire prevention measures de- 
crease the fire hazard. The careful granting of credit and improved methods 
of collecting accounts reduce bad debt losses. The use of safety vaults, night 
watchmen, burglar alarms, and the inculcation of ideals of honcs|ty minimize 
losses from burglary and theft. These and many other measures cjm be taken 
to reduce the risk of loss from natural causes and from the hurnen element, 
provided the cost of the preventive measures appears to be warr^ted by the 
importance of the risk. 

The more important marketing risks, however, are due primarily to price 
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fluctuations, particularly those resulting from unexpected changes in the 
demand for and supply of commodities. These risks, as previously mentioned, 
are of great significance to modern specialized producers and merchant 
middlemen, in view of the fact that production must take place and purchases 
must be made in advance of the final demand for the products. The methods 
used to combat this type of risk lie primarily in individual management efforts 
to sell effectively and to obtain as much knowledge as possible about the 
market. 

Effective Sales Efforts, For both producers and middlemen, effective sales 
efforts are a major way of avoiding or minimizing the risk of reduced demand. 
Goods may be advertised and promoted with a view to increasing or main- 
taining demand and avoiding the risk of substitution. As buyers become 
familiar with certain trade-marks and brands, there is less danger that the 
manufacturer will lose a sale through the substitution by the retailer of 
another product. If, through effective sales efforts, a retailer builds a reputa- 
tion in his community for giving outstanding merchandise values, he lessens 
the risk of loss of business to a new competitor. Even though a seller may 
not be able convince the buyer that his product is the one most desired 
or that his fimi is always the best one with which to deal, selling effort may, 
nevertheless, create a favorable attitude of mind which makes later sales efforts 
more effective. Through such means markets are maintained or improved, and 
the risk of loss from a declining demand is reduced. 

Minimizing Risk Through Knowledge of the Market, Since market risks 
arise from changes in the conditions of demand and supply, an important 
means of reducing them is to obtain accurate information about the market. 
If a manufacturer believes there is to be a shortage of a raw material which 
is essential to his business, he is likely to go into the market early in order 
to buy it as cheaply as possible, or even to make sure that it can be procured 
at all. On the other hand, if he believes that the price of that raw material 
is likely to go down in the immediate future, he will wait until it is actually 
needed before ordering so that he can take advantage of the lower price. 
In the same way, the greater the knowledge the seller has of market condi- 
tions, the more his plans can be made to conform to the actual market 
situation as it unfolds. Market risk is thereby reduced. 

With rapid perfection of the means of communication and the accom- 
panying increase in the knowledge of market conditions, it would seem that 
market risk could be increasingly minimized. But industry and commerce, 
on the other hand, are constantly growing more complex and market con- 
ditions more difficult to predict. Thus, of the factors affecting demand, many 
cannot be predicted far enough in advance to remove risk from the producers 
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and merchants who undertake to supply our needs. Natural causes which 
affect the market, for example, are very important, but they arc not predictable 
with any degree of certainty. A cold winter causes a fuel shortage because 
demand is great, and transportation may be tied up; a warm winter means 
a smaller demand. A cold spring reduces the demand for clothes and foods 
normally associated with that season. Again, the uncertainty of human desire 
makes a correct anticipation of the market difficult. This problem of pre- 
dicting demand is particularly important in the sale of fashion goods. 
Fashions may be incorrectly forecast, or popular styles may decline in favor 
more rapidly than was anticipated. Finally, the particularly effective sales 
efforts of some competing firm may divert demand from other producers. 

On the side of supply, important factors are commonly difficult to fore- 
cast. Two of these are the type and volume of goods which competing pro- 
ducers are going to have for sale. Manufacturers in many lines are constantly 
working on new products and on improvements or changes in old products. 
This is commonly done in secret, in the hope that the products may be ready 
for market and advantages may be derived from their sale before competitors 
can imitate them or bring out new products of their own. Volume is par- 
ticularly difficult to forecast in a small-scale industr\’, such as agriculture. 
A large crop of potatoes, with resulting low prices, may lead to a general 
feeling that a smaller crop should be produced the following year, but no 
one can be certain until after planting and harv'est that this has actually been 
accomplished. With respect to farm products particularly, the volume and 
quality of production are sometimes beyond human control. 

Collective Action by Competitors. Agreements among competing firms 
are also used to reduce marketing risk. An understanding among competing 
manufacturers that they will allow but 30 days' credit reduces the credit 
risk and regulates competition in credit granting. An agreement among 
retailers to sell coal at prices established by a local board does away with 
competition which might be manifested in price cutting. An agreement to 
limit retail deliveries, or the establishment of a cooperative delivery service, 
lessens competition in delivery service, and thus narrows the field of com- 
petition. An agreement among manufacturers to allot tcrritoiy among certain 
firms on a definite basis, or to limit production to a fixed inaxiiiuim, likewise 
limits risks. An understanding among competing producers that they will 
follow the prices of a particular large operator stabilizes price competition.* 

Again, when a manufacturer or dealer buys up or merge^ with strong 
competing manufacturers or dealers, he thereby removes competitors and so 
reduces the risk in his market. An important object of many mergers and 

2 Some of these activities are illegal in the United States. Sec Chap. 29. 
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consolidations has been to reduce or to remove entirely certain risks of the 
market, with a particular view toward eliminating the risks that arise from 
competition. 

Governmental Regulation and Assistance. When the government places 
a tariff on imports of manufactured products and when it guarantees a mini- 
mum support price for wheat by making loans to farmers on stored grain 
which it docs not expect to collect in full if prices fall below the amount 
loaned, the risk of loss from a lower price is reduced or removed from the 
manufacturer or farmer. I’hc risk is thereby shifted to the government. If 
the resulting price causes overproduction or permits the continued existence 
of inefficient production facilities, a greater social loss may occur than would 
have taken place otherwise. 

When a maximum price for the railroad rate between two points is 
definitely established, the risk to the manufacturer of paying a higher rate 
than had been contemplated when prices were quoted or when orders were 
taken is eliminated. When special price concessions are made illegal, and the 
law is enforced, small buyers arc saved from the loss that may arise from a 
larger comiic^itor's ability to undersell them because he is able to buy at lower 
prices. Many other similar examples could be cited whereby governmental 
intervention eliminates or reduces marketing risk. 


Shifting and Dividing Risk 

Individual and collective management efforts and government assistance 
arc important means of lessening marketing risk. But they can seldom elimi- 
nate it. And risks that cannot be avoided must be borne by someone. They 
can sometimes be shifted or divided, so that the burdtn docs not fall too 
heavily on any one businessman. This is accomplished to a large degree 
through the use of insurance and by means of contra<"ts of purchase and sale 
including contracts for future delivery. 

^ Insuranee. Many of^ thc natural risks and some of the risks arising from 
clcniciit, o r from a~ combination of ji^aturaLand^ hiima n r.a n scs, 
can be avoided-nr-jninimized by the usc_oMjisuran ce . Insurance does no t 
eliminate^riskix^hcijt produces an averaging of risks.jThe one who suffers 
a loss does not bear it in its entirety, since a large number cooperate in carry- 
ing it. Each pays a proportionate share of the amount which will cover the 
losses likely to occur in the whole group. Only a few will lose, but they are 
protected against excessive loss. Since any one of the group may suffer loss, 
each is willing to pay into the common fund maintained by the insurance 
company in order to protcet himself in case he should be one of thpse to lose. 
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The main effect of insurance then is to relieve those insured from a part of 
the risk they otherwise bear alone^ a privilege for which they are willing to pay. 

I Insurance is very important to small producers whose activities are not 
broad enough or large enough to make their risks relatively constant.|Thus a 
retail dealer or a small factory may lose everything through a fire or flood, 
whereas a very large firm with many buildings and plants in scattered parts 
of a country is not likely to suffer many such losses in any given time. Its 
danger of excessive loss is relatively small. Both individual and society would 
suffer if the small but efficient merchant or manufacturer were left destitute 
from an unforeseen catastrophe. But through insurance he is protected from 
such a possibility, and may return to his business. To large companies also, 
the advantages of insurance may be great, even though the relative importance 
of any individual loss may be small.| Among the risks which may be insured 
against are the following: fire, tornado, hail, death, accident, disease, burglary, 
violation of trust, bad debts, and interruption of business due to fire or other 
causes.’ k 

^Insurance is of importance to all who are engaged in marketing. It is an 
important factor in eliminating uncertainty, and so in making the market 
machinery perform more smoothly and at a reduced cost. This is well illus* 
trated in connection with financing. j When a bank makes a loan on com- 
bustible merchandise in storage or in transit, it usually insists that the mer- 
chandise be insured against loss from fire. Otherwise the risk to the owner 
of the goods, and hence to the bank which has loaned him money, is too 
great to warrant a loan. When goods are shipped by water the dangers of 
loss at sea are provided for bymeans of marine insurance. By means of in- 
surance, likewise, risk of loss from bad debts, theft, and defalcation may be 
guarded against. All of this tends to remove uncertainty and so to reduce the 
ultimate cost of marketing. 

Contracts of Purchase and Sale. Contracts of purchase and sale permeate 
the entire business structure. An illustration of shifting risk by means of con- 
tracts can be taken from the construction industry. Assume an office building 
is to be constructed and that bids from general contractors are being obtained. 
The contractors make their estimates on the basis of the cost of materials, 

* A merchant who suffers a loss due to fire may find that it takes considerable time to 
replace any merchandise damaged or destroyed and to render the premises fit for operation. 
In spite of interruption of business many expenses may continue, such al salaries, rent, 
taxes, and insurance permiums. In addition the merchant may suffer a loss 0f profit due to 
his inability to operate the business. Business interruption insurance (also icalled use and 
occupancy insurance) provides indemnity for such expenses and loss of earnings during sus- 
pension of operation occasioned by fire or other perils insured against. Such insurance, if 
properly written, will do just as much financially for the insured during the period of busi- 
ness interruption as the business would have done if there had been no interruption. 
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*labor, and supervision and submit bids. When the contract is let, the success- 
ful contractor, probably on the basis of previous understandings on which 
he has based his original estimate, may proceed immediately to let subcon- 
tracts for materials and for the construction of certain parts of the building. 
He contracts to buy cement, sand, stone, and steel, with which to construct 
the reinforced concrete parts of the building; he contracts for the plumbing 
and the electrical work with other contractors, who in turn contract for the 
materials they will use. In this way the original contractor shifts much of 
the risk to suppliers and to other contractors.'* 

Risk is shifted in such instances; it is also minimized. Each one with whom 
contracts are made is presumably an expert in his special field. Expert knowl- 
edge of the market insures, consequently, that materials will be bought under 
the most favorable circumstances. This enables each specialist to offer a price 
lower than that on which the general contractor would have based his esti- 
mates had he himself been forced to take the entire risk. Total knowledge 
of the markets involved in the construction of the building is very much 
greater under these circumstances than it would be if the original contractor 
should forecast all the markets and bear all the risk. Consequently, the total 
risk is less. Furthermore, the averaging of risks by those who contract reduces 
the danger from a failure to anticipate future conditions accurately in a 
particular case. This is especially true of those who provide materials. They 
know that there will be losses on an order now and then but that profits on 
other orders will be greater than they had anticipated. In a competitive busi- 
ness, consequently, prices will be quoted that are lower than they could other- 
wise be. 

Similar examples are found in other industries. The manufacturer who has 
sold his output for a year in advance has removed risk on the demand side 
of his market. If he contracts for raw materials he has removed risk on the 
side of supply.® The farmer who sells his crop before it is harvested, or even 
before it is planted, has removed risk on the demand side. I’hose who make 
such contracts may forego the chance of larger profits from a market offering 
higher prices at the time they are called on to deliver, but they also remove 
the risk of a falling market. 

In normal business operations, risk is divided among various agencies in 
a channel of, distribution. It has been shown in earlier chapters that middle- 

* In times when deliveries arc uncertain, and prices and wages are tending to increase 
rapidly, contractors are often unwilling to contract to deliver at a stipulated price. Under 
such circumstances they may shift the risk upon the party desiring the building by agree- 
ing to construct it on a cost-plus basis. 

*This is, of course, on the assumption that contracts will be fulfilled, and without 
recourse to the courts. 
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men perform an important service in bearing marketing risks. Raw materials 
wholesalers buy directly from producers^ frequently before contracting for 
resale. Manufacturers and other merchants sometimes contract with these 
wholesalers for materials not yet in their possession, so that their risks arise 
from both the supply and demand sides of the market. Merchants who whole- 
sale manufactured products commonly buy, or contract to buy, goods before 
they are sold to retailers, and in other cases contract to sell to retailers before 
they have purchased the goods. Finally, retailers contract for and stock goods 
which consumers have not ordered. The merchant middleman is thus impor- 
tant in making it possible for producer and consumer alike to shift risk. As a 
specialist in distribution, who frequently has an expert knowledge of his 
markets, he is peculiarly fitted to do this. 

The marketing of agricultural products involves an unusual amount of 
risk of price change. Most such products are harvested in large quantities at 
certain seasons of the year but must be carried over so that they may be 
consumed uniformly throughout the year. The length of time involved in 
this process makes for substantial carrying charges and price risks. In order 
to facilitate the making of contracts for future delivery, organized commodity 
exchanges have been established for certain agricultural products, and for 
some natural raw materials as well. To the extent that speculators engage 
in trading on these exchanges, regular middlemen and manufacturers arc able 
to shift some price risks to these speculators through hedging transactions. 
Because of the importance and complexity of futures trading and hedging on 
organized exchanges, a somewhat extended discussion is presented. 

FUTURES TRADING AND HEDGING 

Contracts calling for future delivery are common in many types of busi- 
ness. But the term '‘futures trading’’ is used here to apply to a special type of 
futures contract bought and sold under the rules of organized exchanges 
which facilitate and control the transactions. 


Organized Commodity Exchanges 

There are approximately 25 organized commodity exchanges iii the United 
States which deal in futures contracts for some 30 or 40 commodities. Sixteen 
of these exchanges are licensed by the Commodity Exchange Authority of 
the United States Department of Agriculture under the Commodity Ex- 
change Act and conduct futures trading in some 22 commodities. I’he re- 
mainder of the exchanges deal in unregulated commodities, mostly imported 
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agricultural products such as coffee and cocoa and natural raw materials. The 
bulk of trading, however, is actually carried on by relatively few exchanges 
and in perhaps a dozen commodities. TTie largest exchange is the Chicago 
Board of Trade, which deals in a number of products including wheat and 
the other grains, soybeans and their products, and lard. Other leading ex- 
changes include the Kansas City Board of Trade, the Minneapolis Grain 
Exchange, the New York Cotton Exchange, the New Orleans Cotton Ex- 
change, the New York Mercantile Exchange (the principal futures market for 
potatoes), the Chicago Mercantile P^xchange (the principal market for eggs), 
the New York Cocoa Exchange, the New York Coffee and Sugar Exchange, 
and the Commodity Exchange, Inc. (which deals in hides and certain natural 
raw materials). 

The largest amount of futures trading occurs in wheat and in soybeans. 
During the fiscal year 1956-57, the value of futures transactions for each 
commodity approached $11 billion. Only five other regulated commodities 
exceeded one billion dollars in value of trading during the same year: cotton, 
corn, eggs, soybean oil, and rye. ITie total number of bushels of wheat bought 
and sold in the futures market in 1956-57 amounted to 4,885 million,® about 
five times the actual amount of the crop. Futures transactions in soybeans 
approached 4,500 million bushels, or sonic ten times total production. Hic 
most actively traded commodity, however, relative to production was proba- 
bly rye; futures transactions amounted to approximately 40 times production. 
Thus trading on organized commodity exchanges has this distinguishing 
feature: that the total purchases and sales for future delivery may exceed 
greatly the amount of the commodity available for delivery. One reason for 
this, as will be shown later, is that relatively few deliveries actually take place 
on these futures contracts. Another is that the same commodity may be 
bought and sold many times during the course of a year. 

Functions of Commodity Exchanges. The object or a commodity exchange 
is to facilitate the market activities of its members. It does not buy or sell 
products as an organization. But it provides a place in which trading can be 
carried on, and it governs the trading activities by rules and regulations. In 
addition, the exchange establishes uniform grades for products and a system 
of inspection, and acquires and disseminates market news. Trades can be 
executed on an exchange only by members of the exchange. Nonmember 
traders have their orders executed for them by brokerage firms which hold 
memberships in the various exchanges. 

« For these and other statistics, see Commodity Futures Statistics, Statistical Bull. No 
221 (Washington, D.C.: Coniinodity Elxchangc Authority, U.S. Department of Agriculture, 
December 19571, pp 5 and 5. 
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Trading on organized exchanges consists of two types of transactions: 
(1) the purchase and sale of futures contracts in the futures market, and (2) 
nonfutures trading, which refers to transactions made in what are usually 
designated as “cash** or “spot** markets. The distinction between these two 
types of trading lies primarily in the type of contract involved and in the 
definiteness of delivery. A cash or spot transaction involves the purchase and 
sale of a specific lot of the commodity of a specified type and grade with 
title to the lot being transferred at approximately the time of the sale; i.e., 
delivery is definitely made either immediately or at a designated time in the 
near future. For example, a flour miller who needs a specific type and grade 
of wheat for milling purposes may purchase this wheat through the spot 
market facilities of an organized exchange. Likewise, an exporter who has 
just agreed to sell a million bushels of No. 2 Hard Red Winter wheat to India 
may purchase this wheat through the spot market facilities of the Kansas 
City Board of Trade. 

A futures contract in wheat, by contrast, represents a promise to buy 
and a promise to sell wheat “in general** with delivery provided for at some 
time during a specified future month but not necessarily taking place. I’he 
contract does specify a grade and type because these arc necessary to estab- 
lish a price. But the seller has the option, if delivery actually docs take place 
on the contract, of delivering such other grades and types as arc permitted 
by the exchange at price differentials that arc also regulated by the exchange. 
Since the buyer cannot be assured of obtaining a specific grade and type of 
wheat through the purchase of a futures contract, the flour miller and ex- 
porter previously mentioned usually buy their specific types and grades of 
wheat through the cash or spot market rather than through futures contracts. 
They may have other reasons, as will be seen later, to deal in the futures 
market, but for the particular transactions illustrated here the spot market 
is the more appropriate. 

It should be understood that cash or spot transactions in commodities 
need not be channeled through an organized exchange. The purchase of grain 
by the country elevator from farmers and its subsequent sale to terminal 
elevators are spot transactions which ordinarily do not involve the cash 
market facilities of organized exchanges. Terminal elevators also often sell 
directly to millers and exporters. However, the relationship of spot prices to 
futures prices on the organized exchange is of great importancef in the pur- 
chase and sale of commodities and in hedging. Therefore, it is important 
for traders to make sufficient use of the cash market facilities of tjie organized 
exchanges so that such price relationships may be established. 

It should also be noted that exchanges vary greatly in importance with 
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respect to spot and futures markets. For example, the Chicago Board of Trade 
is the major futures market for wheat with about 75 per cent of the total 
volume. The Kansas City Board of Trade is much less important as a futures 
market but handles a large amount of spot wheat. Thus a Kansas City elevator 
holding Hard Red Winter wheat would sell it through the spot market 
facilities of the Kansas City Board of Trade, but might well do its futures 
trading in the Chicago market because of the ability of the latter to absorb 
a large volume of business without an undue effect on prices. There are also 
a number of cities which are important spot markets for a commodity but 
which do not maintain futures trading facilities. 


Futures Trading 

Tlie essence of futures trading on organized exchanges is that a contract 
is entered into by which one party agrees to buy and the other party agrees 
to sell a stipulated amount of a commodity at a price agreed upon at the 
time the contract is made but with delivery of the commodity to take place 
during a fatuie period of time. In order to facilitate trading, standard con- 
tracts are provided by the exchange, and it is necessary for traders to utilize 
these contracts and to abide by the rules and regulations of the exchange. An 
understanding of the contract provisions is the first step to an understanding 
of futures trading. 

Contract Provisions. As previously indicated, a certain type and grade of 
the product is specified as the contract grade, and the price agreed upon 
applies to that grade if delivery is made on the contract.'' But since there 
may not be enough of that grade available for purposes of delivery, certain 
other grades specified by the exchange may be delivered .it the option of the 
seller. Such grades are delivered at prices above or below that of the contract 
grade, as determined by fixed differentials laid down in the rules of the ex- 
change or by market differences prevailing in specified cash markets on the 
day of delivery. 

Contracts also specify standard quantities of the commodity, often an 
amount approximating a carload. In cotton the standard contract is for 100 
bales (50,000 pounds), although a half-contract can be purchased on the New 
Orleans Exchange. In the grains, the regular contract constitutes 5,000 
bushels, although units of 1,000 (2,000 fo oats) can be traded in the “job” 
or odd-lot market. 

Futures contracts call for delivery, at the option of the seller, at any time 

r On some exchanges, two or more types or grades may be specified as the contract 
grades. 
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during the futures month specified in the contract. Exchanges do not provide 
contracts for all months of the year. For example, wheat futures contracts 
are provided that mature during the months of July, September, December, 
March, and May; and soybean contracts mature during January, March, 
May, July, September, and November. Each of these months represents a 
different and distinct trading unit. Thus the purchaser of a December wheat 
contract knows that if he retains the contract until December the seller 
may exercise his option to deliver 5,000 bushels of wheat. The exact day of 
delivery will be determined by the seller, who must, however, give notice of 
intention to deliver a certain minimum time in advance. Delivery is made by 
presenting warehouse receipts carrying title to the stored goods. 

The Mechanics of Trading. To illustrate the handling of a futures trans- 
action, assume that a trader decides on August 5 to purchase 5,000 bushels 
of wheat. At that time, trading is being carried on in September, December, 
March, and May contracts. 'Fhe December contract is selected and the trader 
orders his broker, who is a member of the Chicago Board of lYade, to buy 
one contract of December wheat at the market, i.e., at the going price at 
the time the order reaches the floor of the exchange. 'Fhe order is transmitted 
in a few minutes, often a few seconds, to the broker s representative in the 
wheat ‘"pit"' and is immediately executed with another trader or a broker who 
has a similar order to sell December wheat. The order is executed at a price 
of $1.98% per bushel (prices of the grains being quoted in intervals of 
Ys of a cent). 

Now let us look for a moment at what has taken place, 'lire standard 
December wheat contract has been entered into by a buyer who has promised 
to purchase 5,000 bushels of wheat in December at $1.98% per bushel, a 
total purchase price of $9,943.75. The seller of the contract has made a 
similar agreement to deliver wheat sometime during December at the same 
price.® The buyer does not yet own any wheat and the seller may or may not 
own any. The buyer believes that the price of wheat will go up before 
December and he has thus taken a '‘long'’ position. I’hc seller may actually 
have wheat that he plans to deliver on the contract, or he may be hedging 
a purchase of cash wheat (this will be explained later), or he may believe 
that the price of wheat will decline and that he can buy back his contract 
at a lower figure. In the latter event, he has taken a “short" position in the 

* Neither party has had to advance as yet either the wheat or the $9,943.75 represent- 
ing the cost of the contract. Each has had to provide a margin, probably about 10 or 12 
cents per bushel or $500 to $600 for the contract, to signify his good faith and intention 
to carry out the agreement. If delivery takes place, the remainder of the purchase price 
will be advanced by the buyer. If delivery does not take place, no additional funds will be 
required. Commodity trading is thus an attractive speculation for some people since large 
profits may be made on small investments. 
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market by promising to sell something that he does not yet own but which 
he can acquire prior to time for settlement of the contract. 

If both parties retain their contract until December, delivery of the wheat 
may take place. Trading in the December future will continue to a date 
established by the exchange, usually around December 20. But notices of 
delivery may be made by sellers staiting on December 1, usually a day or so 
earlier in actual practice. If deliver}* is offered by the seller prior to the 
expiration of trading in the futures contract, the buyer may either accept 
delivery or he may sell his futures contract and retender the delivered wheat 
to another trader. Contracts held after expiration of trading are normally 
settled by delivery by the end of the month. 

Actually most futures contracts are not settled by delivery of the com- 
modity. Rather, an evening out process takes place whereby buyers sell their 
contracts prior to the delivery month and sellers buy back contracts. Thus 
in the present illustration, it might be assumed that the price of wheat de- 
clined during the month of August and that on August 22 the seller of the 
above contract purchased an equivalent contract at $1.95% per bushel. Thus 
his profit on h* vale and purchase amounted to 3% cents per bushel, or $175 
on the completed transaction (5,000 bushels X $.035). As of August 22 he is 
out of the market, his place having been taken, let us assume, by a new 
seller. In a similar manner, our August 5 buyer sells his contract, let us say, 
on October 10 at a price of $2.00 the piice of wheat having risen during 
September and early October. His profit is 1% cents per bushel or $68.75 
for the contract (5,000 bushels X $.01375). In this particular illustration, both 
parties to the original contract made a profit, but at the expense, of course, 
of some other buyer or seller. 'Hie profit incidentally is reduced by the amount 
of the brokerage charges, $18 for each party. But the point to the illustration 
is that no delivery took place on the original contract because both parties 
evened out their positions prior to the settlement date, resulting in the 
cancelling of the contract.® It is likely that neither party intended delivery 
at the time the contract was made. In fact there may have been little reason 
for wanting delivery. As has been explained previously, the futures market 
is not a good source from which to obtain spot wheat since the grade cannot 
be specified by the buyer. Terminal elevators, however, often accept delivery 
inasmuch as it is their function to sell whatever wheat they can obtain. 

® Some readers may be confused by the fa<. . that, in our illustration, the August 5 
buyer and seller evened out their transactions at different times and with other parties. 
1'his need not concern us in the present discussion. The parties to the original contract 
were relieved of their obligations as effectively as if they had again dealt with each other. 
Organized exchanges maintain a clearinghouse, somewhat similar to that maintained for 
settlements among banks, to keep track of long and short positions and to determine who 
are the parties to contracts at any given time. ^ 
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The Purpose of Futures Trading. Futures contracts are entered into either 
for speadative puiposes or to obtain protection ag/oinsi risk. Thus some 
traders buy or sell futures contracts because they believe they can make a 
profit. Such persons assume risks which they did not previously have and 
which they need not have incurred. They are known as speculators. But 
other traders buy and sell futures in order to minimize the risk of price change. 
Such persons are known as hedgers. Regardless of the purpose of one who 
deals in futures, the method of trading is the same. 

For example, the sale of the August 5 wheat contract mentioned above 
may have been made by a speculator expecting a decline in prices. On the 
other hand, it may have been made by a terminal elevator which had just 
received a shipment of wheat from a country elevator. The cash or spot price 
paid for this wheat bears a certain relationship to the futures price. The 
terminal elevator does not have an immediate buyer for the spot wheat and 
does not know when it will find a buyer. If, during this time between the 
purchase and the sale of the spot wheat, the price of wheat should decline, 
the terminal elevator would lose money on the transaction. This can be 
largely avoided by selling a futures contract. When the spot wheat is finally 
sold to a miller or exporter, the futures contract is purchased. If the price of 
wheat has declined, the loss on the sale of spot wheat will be largely offset 
by the gain on the futures contract.^® 

Let us look for a moment at the buyer of the August 5 futures contract. 
It is very likely that he is a speculator who expects the price of wheat to rise. 
If the seller is indeed the terminal elevator mentioned above, then the specu- 
lator has assumed the risk of a. possible price decline, a risk which otherwise 
would have to be assumed by the elevator. But not all futures contracts are 
purchased by speculators; business buyers also enter the market. Let us assume 
that an exporter on August 5 enters into a contract to sell wheat to India at 
the August 5 price for cash or spot wheat, delivery to be made to the port of 
shipment on September 10. The exporter does not yet own any wheat and 

Complete examples of several hedging transactions appear later in the chapter, but 
the transactions in this example, considerably oversimplified, might appear as follows: 


Spot Market 


Futures Market 


August 5 

Purchased 5,000 bushels of 
wheat from country elevator at 

$1.90% 

August 5 

Sold 5,000 bushels of 
December futures at 

$1.98% 

August 22 

Sold 5,000 bushels of wheat 
to a miller at 

$1.87% 

August 22 

Purchased 5,000 bushels 
of December futures at i 

$1.95% 


The loss of 314 cents per bushel on the spot transaction is made up by the gain of 314 
cents per bushel on the futures transaction. 
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will have to buy it from terminal elevators during the next two or three weeks. 
If the price should rise between August 5 and the date of purchase, he will 
lose money. To avoid this, he ''covers’' his export sale by the purchase of 
futures. As he arranges for the purchase of cash wheat during the next few 
weeks, he will sell his futures contracts. If price changes have taken place, his 
gain or loss on the cash market will be offset by a loss or gain in futures.^^ 
One of the purposes of futures trading actually is to make possible hedging 
transactions which provide commodity merchants and processors a degree of 
protection from price fluctuations. Speculation is an incidental activity made 
necessary by the fact that there must be buyers and sellers available— the 
speculators— to provide an active market and to assume risks. Because of the 
intricacies of the hedging process, a more detailed discussion follows. 


Hedging 

Hedging is the executing of two simultaneous but offsetting transactions 
in two different markets. As we have already seen, in connection with the 
illustrations > f the terminal elevator and the exporter, one transaction is a 
purchase and the other is a sale. Tlic two markets are the cash or spot market 
and the futures market. The transaction in the cash or spot market is any 
purchase or sale, or contract to purchase or sell, which results in the delivery 
and transfer of title to a specific lot of wheal either immediately or at a future 
datc.^^ The transaction in the futures market is the purchase or sale on an 
organized exchange of a standard contract for the commodity "in general,” 
with delivery' of some type and grade of the commodity being possible in the 
future but not necessarily likely to occur. 

Purpose of Hedging. The purpose of hedging is to avoid risk and to 
insure, to the extent possible, the normal operating profit of the commodity' 
merchant or processor. It is true that, by the use of a hedge, the hedger gives 
up the opportunity to make excessive profits, but by the same token he also 
avoids the risk of large and unnecessary^ losses. Assume that a terminal elevator 
in Chicago buys wheat from a country elevator at $1.90 per bushel when the 
Chicago cash price for resale by terminal elevators is $1.95. The differential 

The reader may raise the question of why the exporter does not buy cash wheat on 
August 5 rather than futures, since this would accomplish the same puri^ose and be even 
more certain. The reason is that it may take the exporter several days or weeks to locate the 
si^cified type and grade of cash wheat. But the f -Mies market is so well organized that he 
can buy futures in a few minutes. Actually exporters do buy cash wheat in preference to 
futures when they are in a position to effect the cash transaction quickly. 

i*Tliis may appear to be confusing to the reader, but it is important to realize that 
not all cash or spot transactions call for immediate delivery or transfer of title. For example, 
the export sale illustrated previously is a spot transaction on August 5 with dcliveiy set for 
September 10. 
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of 5 cents represents the terminal operator’s cost and profit. If he is successful 
in reselling the wheat at $1.95, he will make a normal and satisfactory business 
profit. If he resells at $1.99, he will make an additional 'SvindfalV’ profit, 
because of the rise in price, of 4 cents. But if the price declines and he can 
resell only at $1.89, he will incur a substantial loss on the transaction. And a 
series of such losses may drive the elevator out of business. By hedging, the 
elevator operator gives up the opportunity of making a speculative profit on 
the wheat but does assure himself, to the extent possible, of his normal trade 
or operating profit. 

A Short-Term Hedging Transaction. The hedging transaction is simple 
in theory but quite complicated in practice. The present discussion will not 
attempt to deal with many of the complications but will attempt to illustrate 
the basic theory.^® Let us begin with an example of short-term hedging, using 
the situation set forth in the preceding paragraph. The terminal elevator on 
August 1 purchases 25,000 bushels of wheat from a countrv' elevator at $1.90 
per bushel when the Chicago cash resale price is $1.95 and the September 
futures $1.99. The purchase from the countr}' elevator is a spot market trans- 
action. To hedge this transaction, the terminal elevator sells 25,000 bushels of 
September futures contracts at $1.99. On August 6 the terminal elevator sells 
the wheat to a miller, the Chicago cash resale price at that time being $1.93. 
At the same time, it buys back the futures contract at $1.97 per bushel. The 
completed transactions appear as follows: 


Spot Market 

August 1 

Purchased 25,000 bushels of 
wheat at $1.90; Chicago cash 
equivalent being $ 1 .9 5 

August 6 

Sold 25,000 bushels at 

1.9 3 

Gain or loss from price 

change -$0.02 


Futures Market 

August 1 

Sold 25,000 bushels Septem- 
ber futures at 

$1.99 

August 6 

Purchased 25,000 bushels 
September futures at 1.97 


-f$0.02 


Thus the loss on the cash market is equal to the gain on the futures market, 
and the elevator made 5 cents on the transaction to cover costs and normal 
operating profit, the difference between the actual purchase price of $1.90 and 
the Chicago cash price of $1.95 on August 1. 

In the illustration shown, both the cash price and the futures price declined 

F’or a more sophisticated treatment of hedging, see Holbrook Working, “Futures 
Trading and Hedging, “ American Economic Review, June 1953, pp. 314-43. 
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by 2 cents between August 1 and August 6, thus permitting a perfect hedge. 
If the two prices had not moved together, the elevator would have had a 
speculative gain or loss on the transaction, but probably not so much of a 
gain or loss as if it had not hedged. Perfect hedges are the exception rather 
than the rule, since cash and futures prices do not usually change over a 
period of time by exactly the same amounts, but there is a tendency for them 
to move together. To explain why this is true, it is necessary to first under- 
stand the nature of carrying charges and the ‘‘basis.’' 

The Basis. The difference between the cash price and the price of the 
nearby futures is called the “basis."' In the above illustration, the basis on 
August 1 was 4 cents ($1.99-$1.95) and on August 6 it was still 4 cents ($1.97— 
$1.93).^* Thus a perfect hedge was executed. But what does the basis represent 
and why is it a specific figure? 'Phe basis tends to equal the costs of carrying 
and storing grain to the futures month. That is, at any given time the price 
of the nearby future should be higher than the cash price by approximately 
the cost of carrying the commodity to the futures month. Moreover, the dif- 
ference between the futures price for a distant month and the futures price 
for a nearby kiunth, which is called the “spread," should also equal carrying 
charges between the two months.^® 

The following illustration shows the prices of wheat as they should be on 
August 1 if carrying charges amount to 2 cents per bushel per month and if 


the September futures price is $1.99: 

September future.^ price is $1.99 

Carrying charges for August and September - 4 cents; so August 1 cash 
price is $1.95 

Carrying charges for October, No\ ember, and December -- 6 cents; so 

December futures price is $2.05 

Carrying charges for January, February, and March - 6 cents; so March 

futures price is $2.11 

Canning charges for April and May = 4 cents; so May futures price is $2.15 


Now if the reader were to look in the newspaper for the current wheat 
price quotations of the Chicago Board of Trade, he probably will not 

As a matter of fact, cash prices are customarily quoted in terms of the nearby futures 
contract, llius cash wheat in the illustration vs Md have been quoted not at $1.95 or 
$1.95 but at 4 cents under September futures. As the futures price changes momentarily, 
the cash price also changes, but the basis is likely to remain constant for a day or several 
days or even longer. 

There is a tendency in marketing literature to use the term “spread” to include both 
the basis between cash and futures and the spread between two futures months. The 
terminology actually used in commodity markets is usually as given here. 
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find so regular a relationship. In fact. May wheat is often quoted at less than 
March wheat. There are many reasons for this situation, but essentially it is 
due to the fact that each month is actually a separate market and that 
markets are imperfect. Furthermore, the fact that delivery on futures is at 
the option of the seller as to grade and type makes some persons reluctant to 
hold futures contracts even if it appears that such holding should be profitable. 

Suppose in the above illustration that the September future is selling at 
$1.99 and cash wheat at $1.90, a discount of 9 cents instead of the expected 4 
cents. Any person could then buy cash wheat at $1.90, sell futures at $1.99, 
deliver the cash wheat on the September futures at the end of September, 
pay 4 cents for carrying charges, and make a clear profit of 5 cents. Similar 
arbitraging transactions can be carried on in March and May wheat if these 
prices should get out of line in the same way. Since these transactions are 
relatively easy to carry out, there is a definite tendency for the basis and the 
spreads not to exceed carrying charges by a significant amount. 

The reverse transaction, however, is somewhat more complex. Assume 
that cash wheat on August 1 is selling at 2 cents above September futures, or 
at a premium of 6 cents in relation to carrying charges. The natural arbitrag- 
ing transaction is for the holder of cash wheat to sell it immediately at the 
premium price, buy September futures, and wait for delivery on the futures 
contract. At the end of September, he would have replaced his stock of cash 
wheat and would have a profit of 6 cents on the entire deal, niere are two 
barriers to this transaction. The first is that only those who already own cash 
wheat on August 1 can enter into it. Those who might attempt to buy cash 
wheat for the purpose of immediate resale will undoubtedly find it difficult 
to do so, since the premium price in itself indicates that cash wheat is in 
short supply. 'ITie second barrier is that the wheat delivered in September will 
probably be inferior as to grade and type and may actually be difficult to resell. 

Thus there is often some hesitancy to enter into this type of transaction, 
and it is possible for the basis and the spreads to reflect less than full carrying 
charges over a considerable period of time. This is particularly true if cash 
wheat is in short supply at the moment, but it is believed that more will be 
available at a later date; e.g., redemptions from government loan will take 
place or farmers are merely waiting for the new tax year before selling. Ac- 
cordingly, price relationships between cash and futures or bctweefi two futures 
months do not always reflect carrying charges and hedges are nbt necessarily 
perfect. However, to show the effect of carrying charges on hedging, it is now 
necessary to examine a long-tenn hedging transaction, i.e., one involving sev- 
eral months. 
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A Long'Tenn Hedging Transaction. Assume a terminal elevator buys cash 
wheat on August 1 and hedges in December futures. Carrying charges are 2 
cents per bushel per month. The September futures price is $1.99, the basis 
is 4 cents under September or $1.95 for cash wheat, and the December future 
is $2.05 — the same figures previously used. The cash wheat is sold on Decem- 
ber 1. At that time the December futures price is $2.07 and the basis 2 cents 
(carrying charges for the month of December), making a cash price of $2.05. 
The cash wheat has been stored for four months (from August 1 to Decem- 
ber 1) and carrying charges have thus amounted to 8 cents per bushel. The 
completed transactions are as follows; 


Spot Market 

August 1 

Purchased 25,000 bushels of 
wheat, Chicago cash cquiva- 


lent being 

$1.95 

December 1 


Sold 25,600 juslicls at 

2.05 

Gain or loss from price 


change 

-(-$0.10 

Carrying charges on cash 


wheat 

-$0.08 


Fufures Market 

August 1 

Sold 25,000 bushels Decem- 
ber futures at 

$2.05 

December 1 

Purchased 25,000 bushels 
December futures at 2.07 

-$ 0.02 


Two things are evident from this example. The first is that the basis, or 
discount of cash price to futures price, tends to narrow as the futures month 
approaches. In fact, late in December, cash and futures prices should be 
virtually identical because cash wheat is likely to be delivered on those futures 
contracts which are still outstanding. The second point is that, if cash and 
futures prices maintain their proper relationship, changes in the basis will 
give the hedger of stored wheat his carrying charges. It is for this reason that 
hedgers are sometimes called “speculators on the basis.” It makes no differ- 
ence whether prices go up or down. It is the narrowing of the basis that deter- 
mines the success of the hedge. In the above illustration, the basis narrowed 
from 10 cents ($2.05-$1.95) in August to 2 cents in December ($2.07-$2.05), 
and the hedge was perfect since carrying charges were 8 cents. If the basis 
had changed from, say, 10 cents to 1 cent, the hedger would have made a 
"windfall” profit of 1 cent (9 cents change in basis minus 8 cents carrying 
charges). On the other hand, if the basis had changed from 8 cents to 2 cents, 
he would have lost 2 cents on carrying charges (6 cents change in b^Sis minus 
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8 cents carrying charges). Depending upon the price changes that actually 
take place, such a loss may be a better result than if the operator had not 
hedged, but he would have been still better off not to have purchased wheat 
in August at all. 

Of course, elevators have to buy wheat during harvest because this is their 
business. But if the basis at this time is very narrow, say 1 or 2 cents, or if 
cash wheat is actually selling at a higher price than the nearby futures, they 
are not likely to hedge their cash purchases. The reason is that there is little 
room for the basis to narrow and little opportunity to cover carrying charges 
through hedging. In fact, the basis may widen and an additional loss result. 
Hedging by elevators then takes place most often when the basis at harvest 
time is wide and there is ample opportunity for it to narrow prior to the advent 
of the futures month. 

Other Illustrations of Hedging. The illustrations used thus far have in- 
volved hedging by terminal elevators, since these agencies make frequent use 
of hedging when conditions are favorable to it. Other agencies which may 
also engage in hedging include the coimtr>' elevator, the processor, and the 
exporter. In general, the theory and practice involved is the same for these 
agencies as it is for the terminal elevator, although the circumstances involved 
may be somewhat different. 

Country elevators have basically the same situation as terminal clc\'ators. 
They buy wheat from fanners and may desire protection from price fluctua- 
tions between the date of purchase and the date of sale. If so, they sell futures 
at the time cash wheat is purchased and buy back the futures wlicn the cash 
wheat is sold. Country elevators do not usually hedge to the extent that 
terminal elevators do. For one thing, they arc not as familiar with the futures 
market and as close to it as arc the terminal elevators. In addition, they have 
less need for the protection. Country elevators tend to sell the wheat they 
buy to terminal elevators within a relatively short period of time, thus trans- 
ferring the risk to the latter. Moreover, grain is sometimes merely held for 
growers' accounts with the specific objective of obtaining a higher price at 
a later time. In this case, the elevator assumes no risk, and in any event 
hedging is not appropriate to the objective. When the country elevator finds 
it necessary, however, to hpld wheat for an indefinite period of time, hedging 
is quite appropriate and may be utilized. 

I’he processor has a somewhat different outlook. He is even more interested 
in many instances than is the terminal elevator in protecting his. trade profit. 
Thus if a miller buys wheat in September to manufacture into flour that will 
be sold in April, he may well decide to hedge the transaction by selling 
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wheat futures. If wheat declines in price between September and April, the 
price of flour will also decline and a loss will result unless the hedge has been 
effected. In addition, if the basis and spreads are as they should be, the hedge 
will pay carrying charges and storage costs until the time the flour is sold."* 
The processor also may have occasion to hedge in another way. Assume 
that he makes a forward sale of flour in advance of actual production and 
before the necessary wheat has l>een purchased; that is, he sells flour at the 
current price in December for delivery in April. If the price of wheat increases 
prior to the time it is purchased, a loss will result since the current price of 
flour is based on the present price of wheat. In this situation, the miller will 
buy May wheat in the futures market to cover the sale of flour. When he 
buys the cash wheat, say in February, he sells the futures contract. A 
theoretical illustration, in which carrying charges are assumed to be 
cents per bushel per month, follows: 

Spot Market 

December 1 

Sold flour at pi ice based on 
present cash wheat equiva- 
lent of $2.00 

Icbruary 1 

Purchased cash wheat for 
flour contract at 2.05 

Gain or loss from price 
change -$0.05 


Futures Market 
December 1 

Purchased equivalent amount 
of Mav futures at 

$2.09 

February 1 

Sold equivalent amount of 
May futures at 2.11 

+$ 0.02 


In this illustration, the basis reflects full carrying chaiges of 9 cents in 
December (six months times IV 2 cents per month) and 6 cents in February 
(four months times ]% cents). I'hus the basis has narrow'cd by 3 cents as 
w'ould l^e theoretically expected. There appears to be a loss of 3 cents on 
the transactions, but the miller would have lost 5 cents had he not hedged— 
the difference between $2.00 and $2.05 in the spot market. In reality, the 
illustration represents a perfect hedge. Tlie miller is merely paying the carrying 
charges of 3 cents just as though he had purchased spot wheat on December 1 
and stored it until February 1. He has without doubt covered this cost in the 
price of the flour sold on December 1. Thus hedges can be made through 
the purchase of futures as w^ell as through the sale of futures. 

The exporter also makes use of this latter type of hedging transaction. 

The reason for buying wheat in September is that the miller can obtain at that time 
the type and grade ’desired and assure himself of having a supply of raw materiaT. 
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In a previous illustration, it was assumed that an exporter entered into a con- 
tract on August 5 to sell wheat at the August S spot price for delivery on 
September 10. This represents a forward sale of wheat and is the same type of 
transaction as the forward sale of flour just described. The exporter can protect 
himself against a rise in price by buying futures on August 5 and selling the 
futures as he accumulates spot wheat with which to fulfill his export contract. 


The Role of the Speculator 

The foregoing discussion indicates something of the nature of hedging 
and its benefits. There can be little doubt that hedging is beneficial to 
businessmen who desire to minimize the risk of price fluctuations and that 
hedging would be impossible without speculators. At the same time, there 
is a certain amount of criticism of speculation and speculators, especially 
when prices on organized exchanges are rising or falling rapidly. It is then 
alleged that speculation in futures contracts leads to greater price fluctuations 
than would otherwise take place, that abuses exist, and that organized specula- 
tion is detrimental to the economy. 

In evaluating these criticisms, it must first be realized that hedging would 
be impossible if it were not for the presence of speculators. They are the ones 
who assume the risks and who provide the market for futures contracts that 
makes for efficient hedging. Effective hedging operations require a broad and 
liquid futures market capable of absorbing a large volume of transactions in 
a single day. If markets were, restricted to hedgers, there would be certain 
seasons of the year during which the number of persons desiring to sell would 
far exceed the number desiring to buy and other seasons when the reverse 
would be true. The result would be that futures prices would fluctuate even 
more than they do at present, and hedging would be impossible to effect at 
an acceptable and logical difference between spot and futures prices. 

Speculative trading in futures is not a major cause of cither high or low 
prices. Essentially it is a method of arriving at a price and of distributing 
risk.*' There may be times when speculators misjudge the future market for 
a product or overemphasize the possible effects of natural market conditions, 
such as drouth, upon a growing crop. At such times, the prices df futures con- 
tracts may rise and fall rapidly. But these are generally temporafy fluctuations 
which have little effect on the eventual spot prices paid for the commodity. In 
the long run, speculative trading in a wide and continuous futures market tends 

See Roland S. Vaile, “Speculation and the Price of Grain,” Joumd of Marketing, 
April 1948, pp. 497-8. 
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to stabilize prices and aids in regulating the rate at which the year’s crop is 
consumed. Prices at harvest time tend to be low and would probably drop 
even lower were it not for the speculators who purchase futures contracts when 
they consider the price to be “right.” 'This permits merchants and processors 
to purchase on the spot market and hedge the transactions in futures. Be- 
cause they can shift the risk of further price decline, they can afford to buy 
and hold the crops on a smaller profit margin than would otherwise be possi- 
ble. 

Speculation then is more likely to lead to price stability than to instability. 
S[>eculators must be alert to the basic economic forces that determine price. 
Since they are very likely to be informed on the existing conditions of demand 
and supply, they tend to be in a good position to evaluate existing prices. 
Thus, if prices decline more than appears to be warranted, speculators will 
tend to buy and thus arrest the decline. If prices rise too far, they will tend to 
sell. There are undoubtedly occasions when speculators take the lead in starting 
a price rise or a price decline because they have noted conditions of supply 
or demand not yet apparent to others. But the eonditions of supply and 
demand are responsible for the price changes, not the speeulators. In fact, 
the price adjustments may take place more gradually in this situation than 
would have been possible had all market factors noted the changed conditions 
at the same time. Actually, speculative traders in futures “have no power to 
withhold anything from the market and thus they merely reflect an estimate 
of future prices without either raising or lowering the level.” 

Many of the criticisms of speculation should really be directed against 
manipulation of the market, an illegal activity under state and federal laws 
as well as under the rules of all organized exchanges.** There are two principal 
ways by which traders may attempt to manipulate a futures market. One is to 
send out false news of market conditions. The other is for certain operators, 
whose actions are carefully watched by other traders, to carry on operations 
opposed to the correct trend of the market. By such means it is hoped to 
stampede the market in the wrong direction so that when the normal forces 
do begin to function the manipulators, by changing positions quickly and 
perhaps secretly, can gain a larger profit. As stated previously, manipulation 
is illegal and, under modem methods of reporting and checking transactions 
on organized exchanges, a somewhat difficult p: scticc in which to engage. It 
still exists, however, particularly in commodities w'hich attract relatively few 
traders and have a limited number of transactions. 

« Ibid., p. 498. 

Julius B. Baer and-Olin G. Saxon, Commodity Exchanges and Futures Ttading 
(New York: Harper, 1949), p. 82. 
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CONCLUSIONS ON MARKETING RISK 

Although some risks can be insured and others can be hedged, many 
business risks cannot be profitably shifted but must be borne by businessmen. 
The manufacturer and the wholesale merchant may shift some risks by 
ofj^etting contracts to sell with contracts to buy, and vice versa. Some fanners 
may contract to sell their output before production begins. But most goods 
are produced, and most purchases by middlemen are made, in anticipation 
of demand. If that demand fails to materialize, a loss is suffered. 

In directing industry’, the entrepreneur borrows capital, employs labor, 
and buys materials. He agrees to pay for all of these, whether or not he is 
able to sell the resulting product or service at a profit to himself. Of course, 
those who furnish capital, labor, and materials may also lose, but not until 
the law is satisfied that the debtor has paid to the full extent of his ability. So 
long as he is able to pay, it is the entrepreneur who bears the risks of business. 
He is willing to bear this risk because the expected profit is a sufficient in- 
ducement to counteract the chance of loss. Such risk, consequently, as cannot 
be eliminated or profitably shifted is borne by entrepreneurs. Even risk which 
is shifted, unless it is offset by a contract of an opposing character, such as 
the hedge, must be borne by the one to whom it is shifted. In the end all the 
losses that result from market risks must be borne by someone. By the means 
which have been discussed, howe\’er, many of these risks are removed or 
minimized and still others are divided. 


QUESTIONS FOR DISCUSSION 

1. In view of the complexity of the material on futures trading and hedging, it 
is unlikely that the average class will have time to discuss additional issues. 
One topic not treated in the text discussion, however, is whether the farmer 
could benefit by futures trading and hedging. Generally speaking, the fanner 
docs not hedge. If he likes the price existing at harvest time, he sells his crop 
immediately; otherwise he holds for higher prices. Can you think of situations 
in which it would be desirable for a farmer to hold his crop and hedge (sell) in 
the futures market? 

2. It is not unusual for July and September grain futures prices to reach their 
high point in the March or April preceding harvest and then tp decline until 
harvest is completed. If these prices are sufficiently high that a farmer desired 
to be assured of receiving them for his harvested crop, what actions would he 
take in the futures market and when? 
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MARKET INFORMATION 


I Market information includes all facts, estimates, opinions, and other 
information used in making decisions that affect the marketing of goods 
and services^It includes such diverse elements as weat her reports and weather 
fpnrcasts, which may affect the prices of agricuitufal commodities on the 
futures markets or the day-by-day merchandising plans of a local retailer; 
reports, analyses, and forecasts of business conditions, which may determine 
the merchandise to be ordered today by a wholesaler or the basic marketing 
plan of a manufacturer for the ensuing year; brand preference and other 
product studies which give the seller information regarding the purchasing 
habits and product preferences of buyers; and motivational research studies 
which attempt to provide answers to the question of why consumers act as 
they do. These are only a few of the types of market information available to 
and sought by those who perform marketing functions. The variety of in- 
formation needed for decision making in marketing is so great as virtually 
to stagger the imagination: information regarding products, prices, markets, 
middlemen, selling methods, and other elements of the marketing mix. 

Once the problem or objective has been defined, the first step involved 
in the function of market information is its collection. Someone obviously 
must obtain the information and assemble it. Secondly, the information 
must be communicated and disseminated to those who have need for it. 
Third, it must be carefully interpreted and wisely used. Thus a good system 
for the collection and communication of market information u: essential in 
modem marketing.^ut this by itself is not sufficient. The ajvailable data 
must be carefully interpreted in terms of the problems to be solved by those 
who use the data, and decisions must be made in the light ;of the plans 
and policies of the particular firm or person involved. This is the ^nal objective 
in utilizing market information: to make decisions based on a careful inter- 
pretation of available facts and to put these decisions into effect 
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IMPORTANCE OF MARKET INFORMATION 

To the extent that the services involved in the collection, communica- 
Hon, and interpretation of market information are perfected, accurate fore- 
casting is more likely to occur with respect to selling and buymg activities. 
Thus the influence of a major cause of market risk is minimized.^y minimiz- 
ing risk, market information makes the problems involved in ifiarket finance 
less difficult of solution. Loans can be made and credit extended on sales with 
greater certainty of normal repayment, and investments in stocks of com- 
modities and the expenses of sales eampaigns may be reduced because they 
are attended with less risk. 

Market information has a particularly important place among the factors 
that determine what is produced and consumed, and hence among the 
factors that determine prices. It is assumed that in a rai^etitive economy 
the forces of demand and supply tend constantly toward an equilibrium. 
But as markets grow in size and as products and production methods become 
more complex, information concerning demand and supply must be carefully 
collected and interpreted if this equilibrium is to be in any measure realized. 
It is, however, these very conditions in modem industry that make market 
forecasts difficult and often inaccurate, and so cause failure of individual 
business firms. 

Recognition of the importance of market information and its interpreta- 
tion as a basis for making business decisions has caused business organiza- 
tions in increasing numbers to engage in market research activities and to 
employ specialized market research agencies to supplement their own efforts. 
Indicative of this is the fact that 60 per cent of 1,214 business organizations 
responding to a survey conducted by the American Marketing Association 
reported the existence of formal marketing research departments in 1957.^ 
More than half of the 730 such departments had been organized since the 
end of World War II. Expenditures for market research were not reported 
by all of the 1,214 respondents, but 861 organizations— of which 653 had 
formal departments— reported expenditures of almost $75 million for market 
research in 1957. Impressive as this may sound, it should be realized that 
the expenditures in almost all companies amounted to only a fraction of one 
per cent of sales. Moreover, it is well knowc that the amounts spent for in- 
dustrial research in the United States arc much greater than the expenditures 
for marketing research. Considering the fact that the cost of marketing is 
approximately equal to the cost of producing goods, it seems logical to believe 

A Survey of Marketing Research (Chicago: American Marketing Association] 1959). 
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that much larger sums should be spent on private marketing research. No 
doubt there will be continued expansion in this field. 

I^The demand of businessmen for more information to use as a basis for 
their own research efforts has also brought pressure on governmental ageiicies, 
universities, private foundations, trade associations, and trade journals to 
gatKef more coni^ehensive and more accurate basic data. Our national 
government offers what is by far the largest single source of market informa- 
tion in this country through tho^annual, periodical, and specific reports of 
its many bureaus and departments) iTie efforts of these governmental agencies 
and of other important agencies that collect and disseminate market informa- 
tion constitute an important portion of the subject matter of the following 
section. 


COLLECTING MARKET INFORMATION 

The problem of collecting market information may be approached by 
the business executive basically in three ways. The first source of informa- 
tion, and the logical starting point in marketing analysis, is the information 
that can be derived from the company's own records. Sales data of the firm 
itself constitute the data most pertinent to the company’s operation. More- 
over, such information can be collected rather easily and with relatively little 
expense. Analysis of internal records, however, seldom provides complete 
answers to all of the marketing problems of the firm. ) 

After the executive has obtained all relevant internal data, he should 
proceed next to the published information available from external sources. 
Although unpublished information can sometimes be obtained from such 
sources, most of the data are to be found in the published reports of govern- 
mental bureaus, trade associations, and the other agencies mentioned in the 
preceding section. Such information is relatively inexpensive to obtain, al- 
though a good deal of searching may be necessary to uncover it. Moreover, 
since these data are usually collected for general use, they may not be pre- 
sented in the proper form or insufficient detail to reveal the specific informa- 
tion that is being sought by a particular firm. 

Accordingly, it is often necessary for a company to make a special effort to 
obtain desired information. This may be done through its own marketing 
research program, which constitutes the third source of market information. 
Data obtained through original research are usually more pertinent to the 
company’s situation than are those obtained from external Purees. Their 
collection, however, is likely to be expensive, and most small firms feel that 
they are financially unable to engage in original marketing research. Further- 
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more, the methodological problems involved in original research are complex, 
and great care must be taken to avoid biases that will lead to inaccurate 
results and conclusions. Some of these methodological problems will be dis- 
cussed at a later point in this section. 

Analysis of Internal Records ^ 

j 

! A firm’s own records, especially the sales records, constitute a ver\' im- 
portant source of market infomiation to that firm. Even though the nature 
of a specific marketing problem indicates that external sources should be 
checked or that original marketing research will be necessary, analysis of the 
internal data— commonly designated as ‘‘sales analysis”— may assist greatly in 
locating and defining the exact problem/. Moreover, detailed analysis of the 
sales records will reveal many trends that would otherwise remain unnoticed, 
lliree of the more important phases of sales analysis include product analysis, 
territorial analysis, and customer analysis. Classifying sales, costs, and profits 
according to these three bases can furnish a great deal of management in- 
formation. 

Product Analysis. Most business firms in the United States, even small 
ones, arc miiltiproduct organizations. They are likely to sell several product 
lines, or at the very least various sizes and types of a single line. But these 
various product types do not necessarily sell at a uniform rate. An analysis 
of the total sales volume of a firm, let us assume, indicates an increase of 
10 per cent in relation to the corresponding period a year ago. Everything 
seems to be going well and the company is satisfied with results. A break- 
down of sales by product lines, however, icveals that three lines have in- 
creased in sales by considerably more than 10 per cent, whereas a fourth has 
had an actual decrease of 25 per cent. Although the fourth line in the past 
has accounted only for 1 5 per cent of total volume, a cost analysis— also made 
from company records— indicates that one third of the total gross profit of 
the firm has been derived from the sale of this product. Thus a problem is 
rev^ealed. F'urthcr investigation will be necessary to determine the cause of the 
decline and the remedy, but without sales analysis the management of the 
firm might not even have known of the existence of the problem until possi- 
bly too late to take proper remedial action. 

Tenitorial Analysis. Differences in the rate of sale may also be analyzed 
by sales districts or territories. This is perhaps the most widely used form of 

2 For good discussions of this topic, see Richard D. Crisp, Marketing Research (New 
York: McGraw-Hill,, 1957), Chap. 6; and Jack Russell, “A System of Sales Analysis Using 
Internal Company Records,” Journal of Marketing, April 1950, pp. 675-90. 
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sales analysis, since most business firms assign salesmen more or less to a 
specific territory and establish a district or regional manager to supervise 
the efforts of a number of territorial salesmen. The analysis of sales by terri> 
tories, districts, and regions thus gives top management a measurement o^ 
salesmen’s performance as well as a geographical sales pattern. Weak terfi- 
tories can be located and investigation made to determine the cause of the 
weakness. Many firms attempt to establish sales potentials and quotas for 
each territory and then compare actual sales results with these potentials or 
quotas.* Product analysis may be combined with territorial analysis to show 
sales trends of the various product lines by sales districts. 

Customer Analysis.' Customer analysis is best adapted and most widely 
used in the marketing of industrial goods, since the number of buyers or 
customen is small.) Sales records can be compiled for each customer showing 
the frequency of order, the amount of goods sold, the particular product 
lines purchased, and other pertinent information. A periodic examination 
of these records will show any important change that has taken place in the 
status of a customer, such as a decrease in his purchases either over-all or in a 
specific product line, and will permit an investigation to be made. Customer 
accounts can also be analyzed as to profitability and appropriate action taken. 
More intensive sales effort can be directed to the more profitable customers 
while curtailing salesmen’s calls on the less profitable. Orders may even be 
refused from those customers whose accounts are consistently and definitely 
unprofitable, with a resulting improvement in the net profit position of the 
seller. . 

Conclusions. fThese are only a few examples of the types of information 
that can be obtained from company records, but they^ should suffice to indi- 
cate the importance of this source of information. In order to interpret 
properly the data contained in sales records, it is often necessary to seek 
other sources of information. For example, the seller cited above, who dis- 
covered that his sales of the fourth product line had decreased by 1 5 per cent, 
would immediately want to know if this were true throughout the industry. 
He probably would seek the information first from external sources, i.c., 
industry statistics published by the government or by a trade association. If 
not available from one of these sources, it might be necessary ^ the seller 
to conduct his own market investigation. The collection of infortnation from 

* Territories may vary greatly as to sales potential for a given product. For example, 
the sale of antifreeze depends upon the severity of winter weather, as wc| as upon the 
number of automobiles ind the levels of income of their owners. 'Ilius a comparison of 
the sales volume of antifreeze by territories is not very meaningful unless territorial poten- 
tials are first established. 
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external sources will be discussed next, after which some time will be spent 
on the collection of information through original marketing research. 

External Sources of Information * 

It is not possible in the space available here to designate all of the external 
sources of market information. Even if it were possible, it woi\ld hardly be 
desirable to do so since the discussion would soon be out of dateJ^New sources 
of information are constantly being made available to businessmen^ In addi- 
tion, specialized problems may well require specialized information which 
will be obtainable only after considerable searching in a good public or uni- 
versity library or in the various guides to marketing literature such as the 
Business Periodicals Index. It is possible, however, to point out some of the 
more common sources of information used by businessmen and to designate 
some of the agencies that may be in a position to furnish special informa- 
tion upon request. 

\ /Governmental Sources. As stated previously, the federal government con- 
stitutes the most important single source of market information, ^n addition, 
state and local governmental units often have data available that are very 
useful in the solution of specific problems. Such data vary greatly in quality 
and quantity, as well as in availability to the general public. Often special 
efforts are necessary’ to obtain such information^ Consequently, the present 
discussion w’ill be confined to the reports of the federal government, but any 
marketing executive with a problem to solve should not overlook the possi- 
bility that other governmental units may have pertinent information. 

United States Department of Commerce. The Bureau of the Census is 
perhaps the most important source of marketing data in the federal govern- 
ment. The Census of Business gives information regarding retail trade, 
wholesale trade, and ser\ice establishments and is the source of much of 
the statistical information presented in the earlier chapters of this book.® 
Since data on number of establishments and sales volumes are presented by 
kinds of business for regions, counties, and cities, the census reports are ver\^ 
valuable to businessmen in locating markets and outlets, in establishing sales 
potentials and quotas by geographical units, in allocating advertising effort, 
in evaluating channels of distribution, and in many other respects. Other 

*The temi ''secondary” sources of information is sometimes used here. For more 
complete discussions of this topic, sec in particular David J. Luck and Hugh G. Wales. 
Marketing Research (Englewood Cliffs, N.J.: Prcntice Hall, 1952), Chap. 4; and Richard 
D. Crisp, €>p.cit.f Chap. 7. 

»The Census of Business was first taken in 1930 for the year 1929. Subsequept reports 
have been made for the years 1933, 1935, 1939, 1948, 1954, and 1958. Under present 
law, beginning with 1958, census data arc compiled every five years. 
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types of information are also presented in the regular reports of the Census 
of Business, and special tabulations of data to meet specific research and 
informational needs are often made by the Bureau.® 

In addition to the Census of Business, there ar^e also available from the 
Bureau the Census of Population, the Census of Housing, the Census of 
Agriculture, the Census of Manufactures, and the Census of Mineral Indus- 
tries. All of these contain information of obvious value to marketers. Personal 
income infonnation on a sample basis is also collected in connection with 
the decennial Census of Population. In addition, the Bureau of the Census 
obtains interim population data on a sample basis and makes this informa- 
tion available periodically through the various series of Current Population 
Reports. Finally, the Statistical Abstract of the United States, compiled an- 
nually by the Bureau, makes available in one volume a wide variety of data 
of interest to marketing men. 

The Department of Commerce also engages in many other activities that 
provide marketing information to business. The Office of Business Economics 
gathers information regarding the basic economic measures of the national 
economy, current analyses of the economic situation and business outlook, 
and the balance of international payments. For example, the OflScc's Na- 
tional Income Division provides information of great significance for market- 
ing with respect to various income measures, consumer and business expendi- 
tures, and measures of the output of the economy as a whole and of its 
various parts. The Survey of Current Business, published monthly, together 
with various special supplements report these and other data. Special reports 
on marketing and marketing research are also issued from time to time. To 
help businessmen locate specific sources of information, the Department 
publishes monthly Distribution Data Guide which lists recent marketing pub- 
lications both private and governmental, and maintains 33 field offices 
throughout the United States which render assistance to anyone looking 
for specific types of data. 

United States Department of Agriculture.'^ The collection and rapid 
communication of market information regarding agricultural products has 
long been recognized as a problem requiring governmental assistance. The 
scattered nature of agricultural production has made product information 
particularly difficult to collect, and the small scale of farm operations has 
made it impossible for individual growers to collect ic through their own 

« A special charge is made, of course, to cover costs. 

7 For more complete discussions of agricultural market information, see Richard L. 
Kohls, Marketing of Agricultural Products, 2nd ed. (New York: Macmillan, 1961), Chap. 
15; and Marketing: The Yearbook of Agriculture, 1954 (Washington, D.C.; U.S. Govern- 
ment Printing Office, 1954), pp. 170-9. 
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efforts. Even manufacturers and middlemen who use and sell farm products 
find it difficult, and certainly expensive, to collect information directly. Ac- 
cordingly, the Department of Agriculture, in cooperation with state agencies, 
has long engaged in the collection and dissemination of agricultural market 
information. The performance of this function is now centralized in the 
Agricultural Marketing Service, a division of the Department. 

A large part of the work of the Agricultural Marketing Service is con- 
cerned with the collection and distribution of current information, or market 
news more than 150 agricultural products: statistical information on 
crop and livestock production, on market movements of products, and on 
prices. Crop reports, for example, arc used to estimate future conditions of 
supply. They include, first, estimates of the intentions of producers to plant; 
later, the acreage actually planted; and finally, the condition of growing crops 
and estimated total production from time to time during the season. Yield 
per acre, final production, prices realized by growers, value of crops at the 
farm, stocks on hand at the farm and in other positions, current shipments 
out of important growing areas, and current receipts at important wholesale 
markets are illustrative of the other types of market news also reported. For 
some products, market news reports arc issued daily showing supply, demand, 
movement, and prices in terminal markets and, during the shipping season, 
in important producing areas. 

Most of the above information is collected from cooperating reporters 
throughout the countr}-: farmers, processors, and middlemen who fill out 
questionnaires and return them to state offices. Here the returns are checked 
and tabulated, last minute field checking is done if necessary, and county 
estimates are finally prepared and fon^^arded to the national office. At the 
latter, state and national estimates arc compiled and finally released. In 
addition, railroads furnish information on shipments and arrivals to and 
from important markets, and warehousemen report on the volume of stored 
commodities. From many sources, therefore, comes the information that is 
finally released by the Market News Service in a variety of daily, weekly, 
monthly, and annual reports. 

In addition to issuing these reports, the Agricultural Marketing Service 
attempts to interpret and appraise much of the information collected. These 
interpretations are contained in annual outlook reports and in such monthly 
and quarterly publications as The Agricultural SituatioUf The Demand and 
Price Situation, and The Marketing and Transportation Situation, 

Finally, it should be noted that the Department of Agriculture also pre- 
pares and publishes specialized marketing studies. The functions of the De- 
partment in this respect were greatly extended by the passage of the Research 
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and Marketing Act of 1946, which substantially increased the financial sup- 
port for research studies on agricultural marketing and marketing efficiency. 
As a result, the Agricultural Marketing Service published almost 400 marketing 
studies, called Marketing Research Reports, during the fifties. These reports 
contain much valuable information on specialized aspects of the marketing 
of agricultural products. 

Other Federal Ag/encies. Although the Departments of Commerce and 
Agriculture are the chief governmental sources of market information for 
businessmen, there are many other federal agencies which contribute either 
regular reports containing data of specialized and general interest or from 
time to time make special studies of interest to marketers. Among these 
agencies are the following: the Bureau of Labor Statistics of the United 
States Department of Labor, which is noted particularly for information on 
the cost of living and for periodic studies on consumer incomes and expendi- 
tures; the Federal Trade Commission, which releases from time to time 
industry studies on marketing methods and costs; the Board of Governors 
of the Federal Reserve System and the Federal Reserve Banks, which publish 
the Federal Reserve Bulletin and other bulletins summarizing and interpreting 
business conditions; the Interstate Commerce Commission, the Federal 
Communications Commission, and similar regulatory agencies, which ac- 
cumulate a considerable amount of statistical information in the course of 
their regulatory activities. Other governmental sources of marketing informa- 
tion could be mentioned, but these should be sufficient to illustrate the variety 
available. 

Nongovernmental and Private Sources. A substantial amount of market 
information is also available from nongovernmental sources. Tliis information 
varies greatly as to relevancy and even accuracy and must be carefully evaluated 
before it is utilized. Much of it is quite dependable but some is highly ques- 
tionable. Only a brief sketch of the various sources will be attempted here. 
An experienced market analyst will make use of many others. 

Trade Associations. Trade associations are an important source of in- 
formation especially for manufactured products. There are several thousand 
such associations in the United States, many of which collect data from mem- 
ber firms as to sales, production, shipments, inventories, and other similar 
items. The individual company reports, which are not revealed, «e combined 
into summary reports for the entire industry. To the extent that the informa- 
tion collected is complete and accurate, and this may vary considerably from 
one association to another, individual firms may compare their -performance 
to that of the industry, determine the share of the market that they are 
obtaining, and evaluate market conditions at a given time. When adequate 
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and reliable data can be collected, trade associations may be of particular 
serWce in industries in which there are many relatively small competing 
firms. For, in such industries, either cooperative action or governmental 
assistance is required to obtain the information and to cover the cost of col- 
lecting, interpreting, and publishing it. 

Local businessmen may also obtain valuable information from local and 
state associations, including chambers of commerce and credit men’s associa- 
tions. Such information may be statistical in nature or it may consist of reports 
of new incthods and processes. Many chambers of commerce issue periodic 
reoqjts^ith respect to local business conditions. 

Trade and Other Periodicals. Trade magazines which serve a particular 
industry are a frequent source of market information of various types. Obvi- 
ously, a principal function of an industry journal is to report on new products, 
methods, and processes, but many such publications also go to considerable 
expense to collect statistical information on an industry-wide basis. For 
example, the Progressive Grocer reports annually its estimates of retail food 
store sales by type of outlet, information which is not available elsewhere and 
which is widciy quoted by the trade. Similarly, the Oil, Paint, and Drug 
Reporter collects and publishes for a wide variety of chemical products 
current price quotations which otherwise are not publicly available. 

There are also trade periodicals which scrv’C the marketing field generally 
rather than a specific industry and which are valuable sources of general 
market information. Sales Management, Printers’ Ink, and Industrial Market- 
ing constitute a few examples of the many such magazines that could be 
mentioned. Several of these, including Editor and Publisher as well as the 
three previously mentioned, publish special issues annually which contain 
various compilations of market data. One of the most widely used of these 
"market guides” is the annual Survey of Buying Power issue of Sales Man- 
agement magazine, which is of particular value in determining territorial 
sales potentials since it estimates retail sales in considerable detail by geo- 
graphic units. 

A third source of periodical information is found in magazines and news- 
papers of general circulation. Reference here is not so much to the regularly 
published contents of the.se periodicals but rather to the special studies that 
they make in an effort to assist advertisers. An unusually good example is the 
Study of Consumer Expenditures of Life magazine referred to previously 
in Chapter 5. Another unusual example is that of the Curtis Publishing Com- 
pany which has maintained a marketing research department for approxi- 
mately fifty years to gather industry, product, and market information of 
value to advertisers. Other magazine publishers have followed in ‘Curtis’ 
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footsteps and have uncovered interesting market facts. Many studies, how- 
ever, are confined to readers of the particular magazine and are of limited 
value. Finally, mention should be made of the brand preference studies of 
various newspapers. Originated by the Milwaukee Journal and widely imitated 
since World War II, these studies attempt to determine consumer prefer- 
ences for the various brands of certain food and other products in the market 
area or principal city served by the newspaper. Careful study of the survey 
methodology used and of the results is necessary to evaluate the accuracy of 
these data. Studies of this type may be subject to a number of biases that 
will affect the results. 

'-'Other Sources. Bureaus of business and economic research now exist at 
many universities and are a source of market information of various types. 
Many such bureaus have developed statistical indicators of business condi- 
tions for the state in which they are located and publish regular reports 
showing changes in conditions. In addition, projects involving basic research 
are usually engaged in and the results published. The information developed 
from such research does not necessarily furnish a guide for immediate busi- 
ness operations but may be valuable in long-range planning. 

There are also a number of private business firms and research organiza- 
tions which collect and disseminate specific types of market information, 
usually for a fee. Examples include Dun and Bradstreet, Inc., a source of 
financial information and credit ratings for particular firms; the F. W. 
Dodge Corporation, which compiles statistics on construction; the R. L. 
Polk Company, which collects^ information on automobile registrations; and 
Daniel Starch aiid Staff, which makes surveys on the readership of magazines 
and newspapers for the benefit of advertisers. Even in the agricultural field, 
there are private crop reporting agencies which, although they are not con- 
sidered as authoritative as the federal government, continue to find a market 
for their services because they are able to assemble information more rapidly 
or at more timely intervals than does the government. 

One of the better known of the private market research agencies is the 
A. C. Nielsen Company which regularly “audits” a selected sample of retail 
stores to obtain sales data for specific food, drug, and other products. In- 
formation is furnished to each client regarding the rate of sale of his own 
brand and that of competitive brands. The significance of th$ information 
is that it gives the manufacturer a record of actual consumer puifehases, which 
is often at variance with the manufacturer’s own pattern of sales to whole- 
salers and retailers. Thus changes in consumer preference can be more 
exactly measured and more promptly noted than would otherwise be the case. 
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In addition, Nielsen is also noted for its reports on television viewing and 
radio lis^ning. 

\ F^lly, a business firm can often obtain market information from 
another firm, especially from a supplier or an organization which sells 
complementary but not competitive products. Large manufacturing firms 
which maintain marketing research departments and develop much of their 
own market information are not necessarily reluctant to pass along some of 
this information to customers who request it for a specific purpose or to ex- 
change information with noncompetitive organizations. There is perhaps 
more of this type of exchange than is generally recognized, and it should not 
be overlooked by one who is seeking data for a specific purpose. 


Obtaining Information Through Direct Market Research 

In many instances, business executives desire information about the 
market which cannot be obtained cither from an analysis of internal records or 
from external data sources. In such cases they may resort to an original in- 
vestigation of the market. That is, a specific market research project is set up, 
designed to obtain the exact information desired. Because of the technical 
problems involved in this type of research, the actual collection of informa- 
tion is often turned over to specialized marketing researeh agencies which 
have the facilities and trained personnel necessary to obtain accurate data. 
Many advertising agencies also maintain marketing research departments 
the services of which are available to clients. 

Three basic methods or techniques are used in direct market research; 
the survey method, the observational method, and the experimental method. 
The following rather brief discussion attempts to point up some of the uses 
of, and problems involved in utilizing, these basic methods.* 

'Fhfc Survey Method. In the suney method information is obtained by 
asking questions of selected respondents. Thus it involves three principal 
methodological problems. The first is the nature and number of the questions 
to be asked so that accurate responses will be obtained. This may be termed 
the problem of questionnaire construction. The second is concerned with 
the method used to ask the questions and obtain the responses, the problem 
of questionnaire distribution. Answers to questions may be sought through 
the use of a mail questionnaire, through a telephone interview, or through a 
personal interview. The third problem is to select the proper respondents. 
In most surveys it is not feasible, because of the limitations of time and 

■ For a more complete discussion, see in particular Lyndon O. Brown, Mtirketing and 
Distribution Research, 3rd ed. (New York: Ronald, 1955), Chap. 5. 
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money, to ask the questions of all persons who might be qualified to answer. 
Therefore, a sample of respondents is selected to represent all respondents, 
i.e., the universe. In order for the survey to be reliable, the sample must be 
properly drawn in accordance with established statistical principles. This may 
be termed the problem of sample design. 

Questionnaire Construction. The questions to be asked in a survey must 
be carefully chosen and properly phrased. Even questions involving simple 
factual information often are answered incorrectly: sometimes because of 
memory failure, sometimes because the question is misinterpreted, sometimes 
because the respondent is unwilling to answer accurately. For example, the 
question, * llow m uch did you pay for your electric range?” may elicit in- 
correct responses. A person owning a range that is ten years old may not 
remember the cost. Another having bought an inexpensive model prefers 
not to reveal the price, or even worse reports one that is higher than the 
amount actually paid. Still another purchased the item at a discount house 
but reports the known list price of the manufacturer. A fourth was able to 
trade in an old range on the new one and reports the net amount paid, which 
may or may not be the answer sought by the questioner. 

Good questionnaire construction requires that questions be stated in 
such a way that the meaning is clear to the respondents. The meaning of 
the question, “What kind of motor oil do you use in your car?” is not clear. 
“Kind” may refer to brand, weight, detergent or nondetergent, and other 
variables. In addition, “do you use” is not too specific. More accurate answers 
may be obtained by using the question, “What brand of motor oil do you 
have in your car now?” Questions should be of a nature that they do not 
lead the respondent to an obvious answer. For example, “Do you use Shell 
motor oil in your car?” is a leading question. The respondent desires to be 
agreeable, the questioner is obviously interested in Shell motor oil, and the 
respondent gives an affirmative answer. The more proper question, as stated 
above, will uncover fewer users of Shell oil than will this leading question. 

Properly constructed questionnaires, devoted to carefully chosen subjects 
of investigation, may be used with some degree of confidence to obtain facts 
known to the respondents. They may also be used, although with somewhat 
less confidence, to obtain information about certain attitudes and opinions. 
Greater difficulties may apse, however, with surveys which seek to discover 
subjective reasons for consumer actions and attitudes. “Why )did you buy 
this make of automobile?” and “Why do you shop at this particular store?” 
are examples of questions designed to uncover motivations. l4 addition to 
the ordinary limitations of the survey method, a new element (if uncertainty 
is injected. Does the respondent really know the conscious and subconscious 
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motives and drives that led him to make a particular buying decision? In 
general, it may be doubted that accurate ainswers are obtakied to motivational 
questions through ordinary survey methods. 

Because of this fact, new research techniques have been developed since 
World War II which are designed to probe more deeply into the subcon- 
scious and to reveal more accurately the “real” motives underlying consumer 
behavior. Commonly designated as motivational research, these techniques 
involve depth interviewing, small samples, and the use of projective tech- 
niques adapted from the field of clinical psychology. There is still some 
difference of opinion as to the meaning of some of these terms, but the 
general approach of motivational research is to use a prolonged interview in 
which the respondent is encouraged to talk freely and at length in response 
to a variety of questions. In many instances, the questions revolve around a 
“projected" situation, such as a picture or a shopping list, and the respondent 
is asked to tell what things come to mind as a result of this stimulus. In 
the case of the shopping list, the respondent may be asked to characterize 
the type of woman who would purchase these products. By using different 
shopping lists, the interviewer may be able to determine consumer reactions 
to a particular product that would not be revealed by ordinary questionnaire 
methods. Word asiiociation and sentence completion tests are also used to 
reveal basic motivations. In view of the methods used and because of the 
greater expense of long interviews, relatively few respondents are interviewed— 
50 is perhaps a common number— in comparison with the more conventional 
types of surveys— in which several thousand interviews may be made. 

One of the principal problems of motivational research is that of proper 
interpretation of results and the lack of uniformity in such interpretation. 
It is not unknown for two investigators to interpret similar findings in quite 
different ways. For this and other reasons, there has been considerable con- 
troversy regarding the value of motivational research. Its adherents have often 
claimed too much for it. It certainly is not a substitute for regular market 
research methods, and it does not provide answers to the questions of “how 
much” or “how many.” It may, however, provide ideas and hypotlieses with 
respect to consumer behavior. It may reveal reactions to products that are 
not otherwise obtainable. But it must be emphasized that trained personnel 
and skillful interpretation of the results are necessary to achieve maximum 
benefit. 

y^J^estionnaire Distribution* Many questionnaires are distributed by mail 
with the request that they be filled out and returned. This is the most 

■ For a good sqmmaiy of the advantages and disadvantages of the vaiious^inethods of 
questionnaire distribution, see Richard D. Crisp, op.cit., pp. 191-8. ' 
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economical method of distribution, provided that a satisfactory percentage 
of returns is obtained, and permits the sample to be drawn from a wide 
geographical area as easily as from a restricted one. More thoughtful answers 
are often provided to mail questionnaires than to other types since more 
time can be taken in filling them out, and answers to personal questions can 
often be obtained more easily since the respondent usually assumes that he is 
answering anonymously. On the other hand replies to mail questionnaires 
may be few in number, and the limited returns may well distort the original 
sample design. For many types of survey, moreover, there is no applicable 
mailing list available. Mail surveys are most likely to be made successfully 
when respondents are known to have an interest in the subject matter and 
when the questions are capable of being easily understood. 

Surveys are also often made by telephone. The economy of this method 
is obvious, since the telephone interviewer can obtain interviews rapidly and 
with little travel, in comparison with the personal inter\'iew method. The 
telephone interviewer can also explain terms and probe for additional com- 
ments, a flexibility which is impossible to achieve in the mail survey. The 
telephone method, however, has one major limitation. A truly representative 
sample of the general population cannot ordinarily be obtained in this way, 
since some people do not have telephones. The telephone survey, therefore, 
is best adapted to communities which have a high ratio of telephone sub- 
scribers or to a class of respondents which is generally known to have tele- 
phones. 

Because of the sampling limitations of the mail questionnaire and the 
telephone interview, it is often essential to use the personal interview method. 
The respondents chosen for the sample are sought out and the questions are 
asked directly by an interviewer who records the answers. In addition to the 
sampling advantage, the personal interview method also permits more in- 
formation to be obtained than is usually possible in cither of the other two 
methods. More questions can be asked, various types of subject matter can 
be included, and information can also be obtained through observation. On 
the other hand, the personal interview method is expensive and time con- 
suming. An even greater problem is that of interviewer skill and honesty 
Interviewers must be carefully trained and supervised. Even so, many enors 
may be made. The failure of interviewers to follow instructions ^ctly may 
result in a distorted sample. Inaccurate answers to questions may arise as a 
result of the interviewers’ ways of stating the questions. In addition, re- 
spondents’ answers may reflect a desire to impress the interviewer, a bias 

For a good discussion of this topic, see Harper W. Boyd, Jr., and Ralph Westfall, 
"Interviewen as a Source of Error in Surveys,” Journal of Marketing, April 1955, pp. 31 1-24. 
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that is difficult to eliminate in a face-to-face interviewing situation. Neverthe- 
less, the personal interview conducted by experienced and well-trained per- 
sonnel is usually considered to be the most reliable method of obtaining ques- 
tionnaire., information. 

\^Sdmple Design, The selection of a proper sample of respondents from 
the total universe of possible respondents is a highly technical problem. About 
all that can be done in the present discussion is to point up its importance.^^ 
The problem, of course, is to obtain a sample which will have, insofar as 
possible, the same characteristics as the universe. The universe is usually 
composed of many diverse elements, for example, people of different ages, 
residents of communities of various sizes and of different geographical regions, 
persons of varying levels of income. These characteristics affect the responses 
that people make to certain types of questions. If the sample is biased, say, 
toward high income groups or toward residents of large cities or toward older 
people, the results of a survey may be very misleading. 

To illustrate this point, let us assume that a survey of the smoking habits 
of college students is to be made at a specific university. There are 6,000 
students enrolled of which 4,000 are men and 2,000 women. Freshmen 
number 2,000, sophomores 1,500, juniors 1,500, and seniors 1,000. It is likely 
that the smoking habits of the men differ from those of the women and that 
upperclassmen are more likely to be smokers than are the freshmen. The 
survey sample is to consist of 300 students, and no instructions are given to 
the interviewers regarding sample design. The interviewers decide that they 
can obtain interviews most easily by stationing themselves near two large 
classroom buildings which are used primarily for a number of basic intro- 
ductory courses. They obtain the 300 interviews, the results are tabulated, 
and the findings are that only one fourth of the students smoke cigarettes 
and that the smokers' average consumption is one half package per day. 
Further analysis of the interview data, however, reveals that one half of the 
respondents are women (who constitute only one third of the universe) and 
two thirds are freshmen (who constitute only one third of the universe). The 
result appears to indicate a substantial bias toward the interviewing of non- 
smokers, a bias which can be checked by making another survey and utilizing 
scientific sampling methods. 

Obtaining a reliable sample is a major problem of the survey method. 
Many marketing research efforts result in misleading information because of 
sampling errors. The reason for this is not so much a lack of knowledge of 

There is a great deal of literature on the subject of sampling theory and practice. 
The various books on marketing research constitute a good starting point for the marketing 
student. See, for example, Harper W. Boyd, Jr., and Ralph Westfall, Marketing Research: 
Text and Cciscs.( Home wood, 111.: Irwin, 1956), Chaps. 8 and 9. 



512 Principles of Marketinc 

proper sampling methods; on the contrary, there is a great deal of informa- 
tion available on this subject. But it is more eiqiensive and requires more time 
and efiFort to select a proper sample of respondents than to interview on a 
haphazard basis. Thus, in some instances, no real effort is made to select a 
sample even reasonably representative of the universe. In other cases, errors 
result from carelessness in carrying out the interviewing instructions. On 
the whole, modern sampling procedures attempt to leave as little as possible 
to the judgment of the interviewer and provide very specific instructions as 
to the choice of respondents. If these instructions are canied out and if the 
sample is properly designed in the first place, reasonably reliable market in- 
formatioiX'Should be the result. Otherwise, the information obtained may be 
compl^ly worthless. 

\^^e Observational Method. It is obvious from the foregoing discussion 
that there are many possible sources of inaccuracy in the survey method. 
Some of these inaccuracies can be eliminated by substituting observation 
for the asking of questions. I1ius, instead of asking people what brand of 
coffee they use, the field worker may make a pantry check of the brands 
actually in the home at the time. In some studies, observers are stationed 
in retail stores— or better yet, hidden cameras may be used— to watch and 
record the behavior of consumers as they select certain items. Traffic counts 
taken at proposed store locations constitute another example of obser\'ational 
research, as are shopping trips conducted by investigators who pose as cus- 
tomers for the purpose of checking on the actions of retail salespeople. Any 
research effort which relies upon the direct observation of phenomena is using 
the observational method. 

# 

The advantages of the observational method are that it is more objective 
and more accurate than the survey method. The inaccuracies involved in 
answering questions, such as memory failure and desire to impress the inter- 
viewer, are eliminated, as are the various sources of interviewer bias. Actual 
market behavior is recorded, not a second-hand and perhaps inaccurate report 
of such behavior. There is still, of course, the possibility of human error in 
the recording of what has been observed, but with trained observers this is 
perhaps a minor difficulty. 

The observational method is usually, however, more expenave than the 
survey method. More time is likely to be required in obtaining information 
by observation than by interview, particularly if it is neces^ry for the 
observer to wait for the phenomenon to take place. A field worker,! for example, 
observing the behavior of purchasers of frozen foods in a si^ermarket is 
likely to waste a certain amount of time, since all shoppers do not buy frozen 
foods. In addition, the utiliz^ation of the observational method usually does 
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not eliminate the problem of sample design. Not all behavior can be observed 
any more than it can be recorded by personal interview or by a mail question- 
naire. Therefore, an adequate sample of the universe must still be selected. 

Finally, the observational method by itself may not reveal all the in- 
formation needed to make a marketing decision. Observation shows what 
people are doing but does not indicate why they are doing it. In many cases, 
the reasons underlying behavior need to be known before action can be taken. 
Accordingly, the observational method is often most useful when combined 
with other research methods and techniques. 

The Experimental Method. The controlled experiment is the basis of 
a great deal of scientific research in many fields. In marketing, the experi- 
mental method is used to test various types of advertising and sales promo- 
tional plans, to determine prices, and to test new products and packages. 
For example, assume that a manufacturer desires to know which of three 
possible prices for a product would bring the greatest revenue. He could set 
up an experiment in which the product would be sold simultaneously in 
three different groups of stores with a different price in each group. A com- 
parison of sales results in the three groups, providing the experiment were 
carefully controlled, would give him an answer to the question. Assume that 
another manufacturer has developed a new product. He desires to know 
whether this product will be purchased by consumers, how much advertising 
support will be needed to achieve a certain sales volume, and other similar 
information. Instead of launching a national marketing campaign immedi- 
ately, he will first test the product and the advertising in a few selected 
markets and watch the sales results. If the test results are favorable, the na- 
tional campaign may then be inaugurated with every reason to believe that 
it will be successful. 

The value of the controlled experiment is obvious, and few large companies 
would introduce a new product at the present time without first test market- 
ing it. However, controlled experimentation in other phases of marketing is 
not used to so great an extent as one might suppose.** In the first place, this 
type of research is expensive. Secondly, it often takes a relatively long period 
of time— in comparison with the other methods discussed previously— to 
obtain the results. But the most important handicap to the development of 
the experimental method is the difficulty of setting up the proper controls. 

Tlie test situation in an experiment must reflect as nearly as possible the 
real situation in which the test results are to be applied. Thus test cities in a 

i'-* For a discussion of uses and problems, see William Applebaum and Richard F. 
Spears, "Controlled Experimentation in Marketing Research,” Journal of Marketing, Janu- 
ary 1950, pp. 505-17. ' 
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new product experiment must be typical of the markets found throughout 
the country. In a pricing experiment, the various groups of test stores must 
be comparable to one another and to all other stores in which the product 
is sold. As a matter of fact, finding and matching groups of test stores and 
control stores, or test cities and control cities for that matter, is very difficult. 
Some differences always exist. Moreover, it is important during the course 
of an experiment that all variables be kept constant other than the one being 
studied. This is very difficult to do. The results of a pricing experiment, for 
example, might be affected to such a degree by unanticipated changes in the 
prices of competitive products that no valid conclusions could be drawn. 
Although the controlled experiment is a more scientific approach to marketing 
research than either the survey or observational methods, there are problems 
of methodology which restrict its usefulness. More and more effort is being 
made, however, to solve these problems and to utilize this approach. 

COMMUNICATING MARKET INFORMATION 

In the previous discussion, three principal sources of market information 
have been indicated: information derived from the analysis of internal records, 
information obtained from external sources, and information collected 
through the specific market research efforts of a firm. It is evident that /much 
of this information will be retained for the internal use of a specific business 
enterprise and will not be disseminated to other business finns or to the 
general public. For example, the facts uncovered through analysis of in- 
ternal records are likely to be held in close confidence within the specific 
company in order to avoid revealing information that might aid competi- 
tors. In the same way, information derived through original research, often 
at considerable expense, presumably gives the firm possessing the data 
a competitive advantage. Accordingly, such information is not likely to be 
widely disseminated to competitors, although it may upon occasion be made 
available to customers or potential customers. 

For many types of market information, however, a definite problem of 
communication exists. This is particularly true of information collected and 
dispersed by governmental agencies and the other external sources men- 
tioned in the preceding section. The information is made available, of course, 
in published form by means of government bulletins and reports, through 
trade journals and other business periodicals, and in other wayi But many 
businessmen, especially small businessmen, do not necessarily evbn know of 
the existence of these reports, and many of them do not subscribe to trade 
journals and other business papers. Moreover, the sheer volume of publica- 
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tions— in the United States there are more than 2,000 trade and business 
papers alone— which might contain valuable information is so great that it 
is virtually impossible to obtain and assimilate them all. Thus even large 
companies which maintain their own library facilities must decide upon the 
publications that will be of most value over a period of time and to a con- 
siderable extent limit their efforts to the collection of these items. 

Most trade papers, of course, give news or review coverage to govern- 
mental and other publications of particular interest to their readers. This gives 
the readers an opportunity to keep abreast of cunent reports containing 
pertinent information. In addition, the Field Offices of the United States 
Department of Commerce keep on file many governmental and private re- 
ports and are able to assist businessmen in locating information on specific 
topics. Tliere are, however, only 33 such offices in the United States, and 
many businessmen undoubtedly are not even aware of their existence or 
of the services that are available through them. Finally, some chambers of 
commerce attempt to collect various published reports and to assist their 
members in locating specific bits of market information. This can be, and 
often is, 4 valuable service to members, but the resources of the average 
chamber are limited and the service rendered can hardly be a complete one. 
Thus, although a great deal of effort is devoted to the dissemination and 
communication of market information, such information does not always 
reach the person who could use it and for whom it is intended. 

Another and somewhat different type of communication problem is in- 
volved in the dissemination of eurrent market news regarding priees, changes 
in market conditions, crop reports, and the like. Here speed of communiea- 
tion is of utmost importance, since those who first obtain knowledge of sig- 
nificant infonnation gain a substantial trading advantage. Modern-day com- 
munication facilities, of course, place great emphasis on rapidity of transmis- 
sion, and market news can be disseminated very quickly by means of teletype, 
telegraph, telephone, and radio. Nevertheless, the speed with which the 
knowledge of market conditions reaches interested persons varies greatly. 
Large business concerns, especially those operating in highly speculative 
markets and those in the perishable food industries, develop elaborate faeili- • 
ties for gathering market news, as, for example, leased telegraph wires or direct 
teletype service. But most smaller operators are dependent upon the periodic, 
and sometimes less complete, reports of newspapers and commercial radio 
stations. 

In view of the competitive advantage to be derived from an early knowl- 
edge of eertain types of market information released by the federal govern- 
ment, great care must be taken to insure that everyone has equal access to 
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the reports. For example, the Crop Reporting Board of the United States 
Department of Agriculture, when making its official estimates, meets behind 
locked doors and sealed windows in carefully guarded rooms. No one can 
enter or leave these rooms while the Board is in session. The final reports 
are released in accordance with strict security regulations, at a time scheduled 
as much as a year in advance, and in such a way as to prevent any possible 
information leak. When finally released, the information is communicated 
rapidly and widely through wire services, radio and television stations, and 
the press. 


INTERPRETING MARKET INFORMATION 

The final test of the value of market information is found in its use as a 
basis for making business decisions. And correct business decisions can be 
made only after proper interpretation of the available infonnation. Regardless 
of how much information has been collected, it is valueless until interpreted, 
and the skill with which it is interpreted determines in large degree the suc- 
cess of many business enterprises. Moreover, the information must be inter- 
preted in the light of the conditions and problems facing the particular enter- 
prise. Thus two competitive firms may logically anivc at different decisions 
even though both have access to the same information. 

Before market information can be interpreted, however, there must be 
some evaluation of its accuracy. Evaluation of accuracy is actually the first 
step in interpretation, since few people desire to base decisions upon in- 
accurate information. Market dgta are collected by many agencies and are 
derived from maliy sources. There are numerous elements of potential bias 
which may consciously or unconsciously affect the results. Some of these 
elements of bias have been previously discussed, especially as they affect the 
validity of surveys. 

In evaluating the accuracy of market information then, especially in- 
formation which has been collected by outside agencies, it is necessary to 
ask a number of questions. Who is the collecting agency and what type of 
reputation does it have for accuracy? What specific interest did it have in 
collecting this information which might lead to biased results? Does the report 
indicate the research methodology used to collect the information? If so, 
were valid and reliable meth^s used that are in accord with cunefit approved 
research procedures? Finally, are the results believable? An example, only 
one of a number that could be cited, will illustrate the problem. ; 

An independent radio station located in a large metropolitan area con- 
ducted a survey of radio listening habits at a time when television was first 
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beginning to make its appearance. The results indicated that the station had 
a substantially greater listening audience than any other station in the city, 
including the four network affiliated stations. This information was circulated 
to potential advertisers with the clear implication that their advertising should 
be placed with this station. How valid were the results of the survey? In the 
first place, the results were not too believable since at the time network 
affiliated stations were generally listened to much more than were independent 
stations. Secondly, the station itself conducted the survey rather than em- 
ploying a reliable market research firm. Third, the research procedures were 
conducted in a very unscientific way. No systematic sample was drawn; in 
fact, the questionnaire was distributed through an advertisement in a news- 
paper which happened also to own the radio station. It was impossible to 
determine the characteristics of the sample, except that it was limited to the 
readers of the particular newspaper and more specifically to those readers 
sufficiently interested in radio listening surveys to clip the questionnaire, fill it 
in, and mail it to the designated address. Obviously, the result could hardly be 
regarded as an accurate bit of market information on which to base a manage- 
ment decision. 

In addition to evaluating accuracy, the interpreter of market information 
must sometimes evaluate its comparability. It is often desirable to compare 
current data with data collected in previous years in order to establish market 
trends. But the question arises of whether the various sets of data were 
collected and compiled in such a way that they are capable of being com- 
pared. A good example is the Census of Business. Changes in classification 
are often made from one census year to another which make it difficult to 
compare the data for the various years. 

A specific illustration, which was discussed in detail in Chapter 10, is the 
definition of a department store. Because of the changing criteria used and 
1)ecause of improved reporting procedures, the census reports show signifi- 
cantly fewer department stores in 1958 than in 1929 or 1939 and a declining 
ratio of department store sales to total retail sales. The extent to which these 
changes are really changes in the relative importance of department stores 
in the retailing structure and the extent to which they are merely changes 
in classification and definition cannot be readily ascertained. But many people 
have interpreted the data literally as an accurate reflection of the declining 
importance of the department store without making allowances for the lack 
of comparability. 

Having established the accuracy and comparability of market information, 
the user is ready for the final interpretation of the data in relation to a 
s{>ecific business problem. Accurate interpretation is largely a jnatter of 
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logical analysis and the use of good judgment. But the interpretation of 
market information is hardly an exact science. Two grain dealers analyzing 
the same crop report may anive at opposite conclusions with respect to 
decisions to buy and sell in the futures market. In certain cases^ these op- 
posite decisions may both be logical ones, since the two dealers may have 
different situations with respect to future needs and current stocks on hand. 
But in other instances, the differing actions are simply the result of different 
interpretations of the same information. One dealer will have made an ac- 
curate decision while the other will have made an inaccurate interpretation. 

Another problem, and perhaps the most difEcult of all, is the use of 
market information as a basis for forecasting. Market facts are essentially 
historical in character, a record of what has taken place in the past. But they 
must be used as a basis for management decisions that involve the future. 
Even the most carefully collected and interpreted market data may be in- 
adequate for this purpose, in view of the fact that market conditions are 
continually changing. Nevertheless, the ability to take existing information 
and to use it accurately as a guide for future operations is a distinguishing 
feature of superior management. Thus it is important to realize the close 
relationship that exists between carefully interpreted market information and 
business success. In the modern market, such success depends in large degree 
on the ability of the individual business executive to use available market in- 
formation in the wise formulation of business plans and policies, both for 
present and future operations. 

QUESTIONS FOR DISCUSSION 

1. In a mail questionnaire survey conducted by a radio station, one of the ques- 
tions asked was, ‘‘At what times would you like to listen to news broadeasts?"' 
Evaluate this question and suggest alternative questions that would be more 
suitable. 

2. A newspaper making a brand preference study with respect to a number of 
food, drug, and household items published the questionnaire in one of its issues 
and offered a small prize to those who would fill it out and return it in person 
to the newspaper office. Assuming that the purpose of the study is to deter- 
mine the brand preferences of the residents of the city in which the newspaper 
is published, what deficiencies of sample design ean you point opt? 
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STANDARDIZATION 


Some of the most important problems involved in marketing are con- 
cerned with the function of standardization— that is, with the division of 
commodities into groups that have important characteristics in common. 
Standards have long been established for monetary units and for weights and 
measures, and through the years a growing realization of their importance 
has resulted in the establishment of a wide range of other standards. So im- 
portant have standards become that it would be exceedingly difficult to carry 
on business operations without them. Nevertheless, there is often resistance 
to the establishment of quality standards and to the dissemination of in- 
formation about product grades. The result is that purchase decisions, 
especially by the ultimate consumer, are often made without a very exact 
knowledge of the quality of product being obtained, and marketing is carried 
on at a greater cost and with a lower degree of efficiency than might other- 
wise be attained. 


BASIC CONSIDERATIONS 
The Elements Standardization 

The marketing function of standardization includes (1) standardizing, 
or the determination of the standards to be established, (2) grading, or the 
dividing of goods into lots according to the standards previously established, 

(3) the inspection of commodities for grade or quality determination, and 

(4) labeling the product or container in such a way that the gra^e or quality 
is evident without further examination. 

Standardizing. To standardize is to determine basic limits to classes of 
products. Thus for most types of wheat the standard for Grade bfo. 1 requires 
a minimum test weight of 60 pounds per bushel, the standard for No. 2 is 
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58 pounds^ for No. 3 it is 56 pounds, and so forth. In addition, maximum 
limits are set for damaged kernels, foreign material, and wheats of other 
types, these limits being greater for the lower grades.^ Standards are available 
for most canned fruits and vegetables according to a numerical rating of 
90 points minimum (out of a possible 100) for Grade A, 75 to 89 for Grade B, 
and 60 to 74 for Grade C. Points are allotted for various characteristics, such 
as color, uniformity of size, and absence of defects.* 

Standards established in these and other ways serve as specifications for 
manufactured products and determine the classes or grades into which the 
products of agriculture and the extractive industries are divided. Standards 
generally serve as a basis for future use, and to be effective, they must be 
relatively pemianent (and must be used by a considerable proportion of 
sellers and buyers). They give permanence to grades so that specifications can 
be used in various markets and from year to year. Established standards are 
commonly called ‘‘grades.’" 

Grading and Inspection. To grade is to divide goods into lots which have 
approximately the same characteristics as to type, size, or quality— that is, 
to sort piDxIuuts into the standard grades to which they belong. Grading 
must necessarily be accompanied by some form of inspection or testing in 
order to determine the characteristics of the goods. For some products, such 
as oranges and apples, the individual items are inspected and sorted into lots 
that conform to the established standards. With other products, a given 
lot is inspected to determine the standard to which it conforms. This is 
commonly carried out by examining samples which are assumed to be typical 
of the entire lot. Wheat and the other grains, cotton, and butter are examples 
of products graded in this manner. 

In the case of manufactured goods, it is usually possible to establish a 
standard of quality and to produce to this standard. Inspection of the finished 
product is often necessary to be certain that each item confonns to the 
standard. Statistical sampling techniques have been developed whereby only 
a sample of finished products is inspected. Properly used, these methods assure 
adequate quality control without incurring the expense of inspecting each 
item. In any event, the emphasis with respect to the standardization of manu- 
factured goods is usually placed on inspection rather than on grading. 

Labeling. After standards and grades have been determined, it is necessary 
that some means of grade identification b^ devised and used so that buyers 
will know the grade of the product being purchased. In transactions between 

^ See Ofjicud Grain Standards of the United States (Washington, D.C.: Agricultural 
Marketing Service, U.S. Department of Agriculture, 1960). 

2 For a more complete explanation, see Jessie V. Coles, Standards and Labels for 
Consumers* Goods (New York: Ronald, 1949), pp. 417-8. 
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business firms there is little problem. The purchase and sale contract or 
purchase order may well specify the grade to be delivered. Sellers usually 
designate the grade on the invoice and other documents of sale. Warehouse 
receipts specify the grade of the products held in storage. Thus it is not 
necessary, and in fact it is often physically impossible, to label the product 
with its grade designation. 

With consumer goods, however, labeling is an important problem. Docu- 
ments of purchase and sale are not customarily used; if they arc used, grade 
specifications are unlikely to be recorded. Normally the only way the ultimate 
consumer can be aware of the grade of a specific product is for it to be affixed 
on the label or package. Most consumer products do not carry such informa- 
tion on their labels, even though in many instances they do conform to 
recognized standards. For example, canned fruits and vegetables are usually 
graded according to the trade designations of Fancy, Choice or Extra Standard, 
and Standard. These correspond generally to the consumer grades of A, B, 
and C. It is customary in transactions between the canners and wholesalers 
and retailers to specify the grade of product being purchased and sold. Com- 
plete information is likely to be available to the buyer through the invoice 
and other documents. But most such products are not labeled as to grade, and 
the ultimate consumer does not know the grade of the item purchased. Thus 
a common standardized nomenclature is used to facilitate business transactions 
but such information is withheld from the ultimate consumer, thereby render- 
ing his buying efforts somewhat l6ss effective than they might be otherwise. 


The Significance of Standardization 

Sales are made by inspection or by sample or by description. Ibese are 
the fundamental bases of exchange. Unstandardized products must be sold 
by inspection, which greatly impedes the efficiency with which the exchange 
of goods is accomplished. Products which are standardized with respect to 
the characteristics considered important by the buyer can be sold by sample 
or description, and thus on the basis of a grade or symbol. Purchase and sale 
are thereby greatly simplified. For when the quantity, size, and quality of a 
lot of goods are known, price and terms of sale are the only undetermined 
factors essential to the consummation of the transaction. Thef creation of 
a favorable buyer attitude toward a product, or toward the firm that produces 
it or the middleman who sells it, is also facilitated when car^ully graded 
products are sold. And marks of identification— trade-marks, In'and names, 
or other symbols— when attached to a standardized product, enable the 
satisfied consumer to buy the same product again and again. Or, if the 
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products are unsatisfactory, these same marks make it easy to avoid pur- 
chasing them in the future. 

Standardization is essential to the use of mass methods of selling. Ad- 
vertising, for example, in most of its manifestations is dependent upon mass 
appeals. Mass methods are likewise characteristic of the modern use of sales- 
men by large organizations. Advertising and personal selling involve large 
costs, which are economically justified only by the sale of a large volume of 
similar products. This is especially true when the value of the sales unit is 
small. To put it in another way, modern large-scale methods of selling, whether 
based on advertising or the use of salesmen, are too expensive to use unless 
they can be employed to sell standardized products in large volume. Stand- 
ardization of products, consequently, is fundamental to the success of the 
sales efforts of most large manufacturers, as well as of those large cooperative 
enterprises which use advertising and salesmen in creating demand for agri- 
cultural commodities. 

Standardized products arc easily evaluated, and thus the collection of 
claims against railroads and warehouses for loss or damage is facilitated. 
Hedging and iUturcs trading are dependent on standard grades. When com- 
modities are standardized, market news of supply, demand, and price reaches 
a maximum of accuracy and hence of value. Price quotations serve best in 
conveying values to buyers and in facilitating the close comparison of values 
when they apply to commodities that are divided into narrow, uniform lots. 
Tliis is true because the quotations then apply to goods with definite qualities. 
Methods of financing are simplified and loans on commodities in storage and 
in transit are more readily arranged because unifomi lots are easily evaluated, 
because price fluctuations arc more certainlv followed and more quickly de- 
tected, and because warehouse receipts representing graded commodities 
constitute good collateral for loans. Because of the same considerations, risk 
is reduced. The exact grade and quantity of a commodity can be shipped 
to a gi\'en market or buyer, and so economies in transportation and storage 
result. Lots bought at different times or from different producers may be 
mixed together, if all essential characteristics are the same. 

Standards and the Buyer. Standards are presumably set to accord with 
the needs of buyers. This is especially true of industrial goods and raw 
materials. Manufacturers prefer to purchase standardized commodities. They 
commonly sell a standardized product, whiw •- is frequently identified by brand 
or trade-mark, and which can be most easily and economically produced from 
standardized raw materials. Moreover, the purchase of ungraded materials 
causes extra expense in buying, since such products must be inspected and 
sorted and the surplus of unused products must be sold. 
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It must not be assumed, however, that all standards conform to the 
demands of buyers. Many standards are determined on the basis of technical 
criteria which are easily applied and which it is assumed will be considered 
important by purchasers. It is, in fact, extremely difficult to ascertain the 
desires of buyers and particularly the preferences of final consumers whose 
desires are in large part subjective, are frequently unformulated and unex- 
pressed, and change from time to time. Hence it is difficult to agree upon 
standards which will best satisfy buyers and so result in the largest net returns 
to sellers. Studies of consumer preferences by manufacturers and other in- 
terested agencies are throwing light on this phase of standardization and are 
bringing about improvements by influencing the standards used and the 
qualities produced. 

Bases for Standards 

Standards rest upon various bases. The most common bases used are 
quantity, size and measurement, quality, and color. Most standards rest upon 
more than one basis. For example, grain standards, as previously indicated, are 
based on both weight and quality. Color is important in the grading of raw 
cotton and certain fruits, but it is considered essentially as a criterion of 
maturity and quality in general. Standards of quantity, size, and quality are all 
of considerable importance in marketing. 

Quantity Standards. Since many products are sold by quantity or by 
weight, the standardization qf weights and measures is fundamental to the 
smooth operation of a marketing system. Weights and measures are so im- 
portant that states, municipalities, and the federal government all exercise 
an influence in their regulation. The state and federal governments prescribe 
standards and provide machinery for enforcing them.* Many cities have 
officials whose duty it is to inspect retail weights and measures. 

Steps have also been taken by the state and federal governments to pro- 
tect purchasers by developing and insisting on the use of standardized con- 
tainers and packages. The United States Department of Agriculture, as a 
result of authority given by various federal laws, has developed and enforced 
the use of standard measures for handling agricultural products in interstate 
commerce. Thus, under authority granted by the Standard | Container Act 

■ For a brief history of federal legislation regarding weights and measthes, see Ralph W. 
Smith, The Federal Basis /or. Weights and Measures, Circular 593 (X^ashington, D.C.: 
National Bureau of Standards, U.S. Department of Commerce, 1958). See also E. C. Crit- 
tenden in Marketing: The Yearbook of Agriculture, 1954 (Washington, D.C.: U.S. De- 
partment of Agriculture, 1954), pp. 143-50. 
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in 1916, the Department reduced substantially the number of sizes of boxes 
and baskets previously used in the marketing of certain fresh fruits and 
vegetables. A second Standard Container Act, passed in 1928, carried federal 
standardization of containers still further and established the standard bushel 
of 2,150.42 cubic inches. The Standard Barrel Act, passed by the federal gov- 
ernment in 1915, is enforced by the National Bureau of Standards of the 
Department of Commerce, llie federal Food, Drug and Cosmetic Act re- 
quires that quantities shall be plainly marked on packages of food and drugs 
entering interstate commerce. Most of the states have similar acts, many of 
which arc based on federal standards. 

Standards of Size and Measurement. Size standards are very important 
also. Bolts and nuts, screws, pipes and fittings are examples of products that 
require a large degree of standardization in order to avoid marketing chaos. 
Lumber is another product which is commonly sold in standard sizes, and 
window glass for homes can be obtained more economically if the windows 
are cut to standard sizes. In recent years, much progress has been made in 
complete standardization of the dimensions of the entire house, which has 
permitted prefabrication of the various parts, a minimum of custom building, 
and a lower cost. 

Size standards are of considerable importance also in clothing and shoes, 
but much remains to be done if standardization of these products is to be 
achieved. Almost everyone has had the experience of purchasing the customary 
size of an article of clothing, only to obtain a poor fit. In 1955 the United 
States Department of Commerce established and published recommended 
size standards for women's ready-to-wear and urged their adoption by the 
industry.* Mail order houses, for obvious reasons, were most active in request- 
ing the Department of Commerce to establish these standards, and they 
along with other large retailers, such as the J. C. Penn'*y Co., were the first 
to adopt them. Independent designers and manufacturers have been some- 
what slower to establish uniformity, but in 1958 the knitted outerwear in- 
dustry accepted the standards. Most dress manufacturers have not adopted 
the new standards, partly because of the expense involved but mainly beeause 
they fear the result would be a lack of individuality in design. 

Quality Standards. The standardization of quality is often very difficult. 
This is particularly true in the case of consumer goods, since individual con- 
sumers differ greatly in the manner in which the attributes of products appeal 
to them. Different consumers will always react differently to certain charac- 

* See Business Week, January 8, 1955, pp. 62 ff. The standards are set forth in a booklet. 
Recommended Commercial Standard on Body Measurements for the Sizing of Women's 
Patterns and Apparel. 
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teristics of products, even though the products are standardized, and a par- 
ticular consumer’s evaluation of these characteristics will frequently change 
with the passage of time. This fact renders possible much of the competitive 
selling of goods— the pitting, for example, of one brand of soap against the 
rest of the field. Since the consumer does not Icnow just what qualities and 
attributes of many products are most important or which appeal most to him, 
and since different consumers are differently affected, vendors find it is ad- 
visable to differentiate their products from competing goods. If the differen- 
tiated product appeals to buyers, demand can be created for it. Then, with 
the product differentiated and standardized, the demand thus created can 
be satisfied only by the purchase of this particular product. Because of the 
difficulty of establishing quality standards and because of the desire of many 
manufacturers of consumer goods to achieve product differentiation, quality 
standardization is a most controversial topic. For this reason, much of the 
ensuing discussion will be concerned with it. 


Need for Standardization in Marketing 

The degree to which standardization needs to be carried on as a market- 
ing activity depends on the extent to which products arc standardized in the 
process of production. When products are not of unifonn variety, size, and 
quality when production is completed, they must be sorted to conform to 
such standards as are to be used in marketing them. Many agricultural prod- 
ucts fall in this class. Manufactured goods, on the other hand, which are 
produced in large volume at a time by a single manufacturer are usually of 
uniform size, shape, and quality. 

The greater the number of important characteristics that can be recognized 
in a standard the more valuable it is. But all characteristics need not be 
recognized to make standardization helpful to marketing. If characteristics 
cannot be quickly and inexpensively determined, the grading process may 
take too long or be too costly. The protein content of wheat, for example, 
is recognized to be of great importance, but federal grades do not measure it 
direetly. Size and length of steel bolts with a standard number of threads per 
inch make it easier for the average consumer to buy bolts, eycn though he 
does not know the exact quality of the steel. Again, most products are officially 
graded by sample, and the degree to which the sample is like the bulk depends 
in part on conditions of production, in part on careful sortingi Finally, errors 
in judgment are sometimes made, especially since the testing methods used 
are themselves variable and certainly not infallible. Obviously, the human 
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element is an important and necessarily variable factor.® But with all the weak 
elements in our system of standardizing and grading, the fact that certain 
characteristics can be recognized with reasonable accuracy greatly facilitates 
the marketing process. 


THE STANDARDIZATION OF AGRICULTURAL PRODUCTS 


Need and Problems Involved 

The standardization of agricultural products is typically performed during 
the marketing process. Because of the difficulties involved in controlling the 
quality of the product during the production process, standardizing and 
grading arc essential for efficient marketing. Moreover, the problems involved 
in the standardization of agricultural products differ greatly from those faced 
by the buyers and sellers of manufactured goods. 

Most agricultural products are unstandardized as they come from the 
farm, and the products of different farms also differ in variety, quality, and 
size. In order to obtain the benefits of standardization, standards have to be 
established and the goods sorted into lots which conform to these standards. 
Eggs, fruits, vegetables, and wool, for example, are standardized in this way. 
The grains, however, are not convenient!) sorted so as to conform to the 
specific grades. But since the grain from a single grower or even a particular 
territory tends to be uniform, sorting is not essential. Quantities in bulk are 
sampled, and by inspecting the sample the grade of the bulk is determined 
according to the standard to which it confonns.® 

'I'he perishability of many* agricultural products is also a factor that com- 
plicates the performance of the standardization function. It is easier to grade 
commodities that arc not perishable since they need not be hurried to market 
in order to avoid deterioration. Moreover, when determined, the grade 
applies for a considerable period of time. When haste is essential, standards 
must be quickly applied and grading is less carefully carried on. It is for this 
reason that the development of refrigeration has aided so materially in the 
standardization and grading of perishable farm products. 

® The constantly increasing use of mechanical grading devices ser\'es, of course, to reduce 
the element of human error. A case in point r Mie recent development of an electronic 
machine to measure the staple length of cotton, 'fliis was previously done by visual in- 
spection. The machine is both more accurate and faster. See Business Week, February 27, 
1960, p.’bl. 

« For a description of the way in which a sample of grain is taken, see Grain Grading 
Primer, Misc. Pub. No. 740 (Washington, D.C.: U.S. Department of Agricijture, 1957), 
pp. 6-7. 
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Deterioration is inevitable with the more perishable products, and in the 
federal inspection of fresh fruits and vegetables both the quality and con- 
dition are considered. "Condition” refers to any change in quality or size 
which may occur after the product has been packed. A major difficulty in 
using grades for highly perishable commodities arises from the fact that 
quality may not carry through from point to point in the marketing process. 
A product may meet the requirements of a certain grade when inspected at 
the shipping point, but it may be below them when it anives in receiving 
markets or retail stores. Some items may have deeayed, become bruised, or 
shrunk in size during transportation and handling. Consequently, dealers 
need to know the condition as well as the quality of the commodity they are 
handling. 


Extent of Standardization 

Provision for the standardization of agricultural products is usually made 
through federal laws, state laws, or both. Most laws arc permissive rather 
than mandatory. That is, they provide for the establishment of standards, 
and in many cases for governmental inspection of the products, but they do 
not require that the products be graded and sold in accordance with the 
standards set forth. Some laws, however, are mandatory or virtually so. For 
example, the federal Grain Standards Act of 1916 provides for the establish- 
ment of grain standards and for the licensing and supervision of grain in- 
spectors. All grain shipped in interstate or foreign commerce which is sold by 
grade must be inspected and graded by licensed graders. Thus technically, 
mandatory federal grading does not seem to be required, but actually all grain 
sold through normal commercial channels is federally inspected and graded 
since it is sold by grade and no other grading is permitted. 

Federal standards of quality have been established under various laws for 
more than 300 commodities including all of the grains, cotton and wool, 
fresh and processed fruits and vegetables, dairy products, poultry and eggs, 
livestock and meat (including even rabbits), tobacco, and naval stores.' This 
work of standardization is carried on by seven commodity divisions * of the 
Agricultural Marketing Service of the United States Department of Agricul- 
ture. This agency develops the standards in cooperation with! businessmen 
and state agencies. It supervises inspection, often in cooperation with state 

^ For a listing of all products and grade names, see Grade Names Used in U.S. Stand- 
ards for Farm Products, Agriculture Handbook No. 157 (Washington, DiC.: Agricultural 
Marketing Service, U.S. Department of Agriculture, 1958). j 

■ These are as follows: Cotton, Dairy, Fruit and Vegetable, Grain, Livestock, Poultry, 
and Tobacco. 



Standardization 529 

agencies, and issues, when they are required, certificates of grade. As previously 
indicated, the use of these^standards is largely permissive but many of them 
are widely used in wholesale transactions, and some— those for meat, ^s, 
and butter, for example— are often carried through on products sold in retail 
stores. 

The several states have also established standards and grades for a number 
of agricultural products. Some states require certain of their own products, 
i.e., those produced in the state, to be graded according to the state stand- 
ards, and some require certain products shipped from other states to be so 
graded. Some of these grades are based on federal standards, but a larger 
number are not and they also differ from other state standards. Obviously, 
conflicting standards of this kind are confusing and interfere with the free 
flow of commerce among the states. Whether there is justification for these 
conflicting standards is difficult to say. In some instances, especially for 
products which are of great importance to the economy of a given state, it 
is alleged that the federal standards are not sufficiently exacting or descriptive 
to distinguish accurately the various qualities of product that may be avail- 
able. In 'athC;r cases, it may well be that the differing state standards are de- 
signed to protect local products from those grown in other states. In any 
event, it would be desirable if this type of confusion could be removed by 
the development of federal standards which meet the real needs of all of the 
states and by the adoption of such standards on a universal basis. 

Another unnecessary element of eonfusion lies in the wide variation of 
grade designations that arc applied to products. This is especially trae when 
the designations are used in sales to the ultimate consumer, who generally 
is not familiar with them. Many products are graded as No. 1, No. 2, or No. 
3, or as Grade A, Grade B, or Grade C, and such designations are clear 
enough. But objections may be raised to the No. 3 or C grade by producers 
and others on the basis that it sounds too inferior. I’he solution often is to 
eliminate it— actually most fresh fruits and vegetables are classified into only 
two grades according to federal standards— or to revise the grading system so 
that the third grade will be less obvious. For example, the first three federal 
grades for fresh apples are extra fancy, fancy, and No. 1. Butter and eggs 
are graded AA, A, B, and C; celery and topped canots are extra No. 1, No. 1, 
and No. 2; certain table grapes are faney, extra No. 1, and No. 1 although 
other grapes are No. 1 and No. 2. 

Beef canies the designations prime, choice, good, standard, commercial, 
utility, cutter, and canner, although consumer grade designations are some- 
times more simplified, while veal omits the commercial grade and sqbstitutes 
cull for cutter and canner. One type of cotton with ten grades carries straight- 
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forward designations ranging from No. 1 to No. 10, but another with eleven 
grades uses half numbers and the lowest grade is No. 6— not to mention the 
various other types of cotton which use name designations rather than num- 
bers. No doubt the alert student has arrived at the conclusion by this time 
that his own grading problem in college courses might be easily solved, 
especially the explanations to parents, by merely revising the existing A, B, 
C, D, F system to AAA, AA, A, B, and C. In any event, it would seem that 
the commodity grading system could be more simple and more intelligible, 
although it is perhaps of little importance in wholesale transactions involving 
informed buyers. ITie complexity of grade designations, however, is one 
reason why more grade information is not made available to consumers. 

THE STANDARDIZATION OF MANUFACTURED PRODUCTS 


Emphasis on Individual Standards 

The quality of manufactured products can be more closely controlled 
during the production process than can the quality of agricultural products. 
The first problem of the manufacturer with respect to standardization, there- 
fore, is to determine the standard of quality that he desires to obtain in the 
finished product. He then purchases the quality of raw materials and estab- 
lishes the controls over the production process necessary to achieve this stand- 
ard. With manufactured goods, therefore, there is less emphasis on trade or 
industry standards and more emphasis on the individual standards established 
by producers or buyers than is true for agricultural products. Moreover, the 
problem of mixing similar products from a number of producers, which is 
important with farm products, arises only to a limited extent.^ Accordingly, 
the marketing function of grading is largely eliminated, the emphasis being 
placed on inspection of the goods during the production process. 

Another reason for the lack of industry standards, especially in the case 
of manufactured consumer goods, is the emphasis of producers on product 
differentiation. Each manufacturer, in his effort to satisfy the varying wants 
and desires of consumers and to obtain a competitive advantage, attempts to 
develop and produce a product somewhat different from those being produced 
and sold by his competitors. The differential advantages of ieach product, 
rather than its standardized characteristics, arc emphasized pnd promoted 
through advertising, personal selling, and brand identification. 

® As, for example, in the buying of fabricated parts by manufacturers or private brands 
of merchandise by large retailers. 
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Thus individual standards are of the greatest importance in the marketing 
of manufactured products. Such standards may or may not conform in part 
with generally recognized standards promulgated by governmental or trade 
organizations. They may or may not be known and understood by purchasers. 
ITiey may or may not be standards which can be definitely tested by pur- 
chasers. But even though the standards are not known by the purchaser or 
cannot be tested by him, they may nevertheless be of value. For if the pur- 
ehascr likes a given product and has faith that other products from the same 
source will be similar, it is easy for him to make repeat purchases. Moreover, 
the selling function is performed more easily by the producer and the middle- 
men who market his product by virtue of the individual standard that has been 
established. 

The use of individual standards, however, may not be a completely satis- 
factory solution to the buyer. The claims and counterclaims of sellers with 
respect to the quality of their respective products may be confusing. The 
inspection procedures used by manufacturers may not disclose all defective 
items. Moreover, close standardization is not always possible and may be too 
expensive tc tahieve. Accordingly, buyers may find it necessary to inspect 
with care the products they purchase, 'rhis, however, is often impossible both 
because of the lack of knowledge of the eonsumer and beeause of the in- 
accessibility of the product as a result of packaging and other factors. 

llic type of standardization that is most important to the buyer and 
to marketing, as has already been indicated, is to be found in the establish- 
ment of standard specifications based on the important characteristics of the 
product and in the controlling and publicizing of these standards so that 
the buyer knows their meaning and has confidence that the products con- 
form to them. It is because of the common absence of these two criteria 
of usable standards in the marketing of manufactured consumer goods that 
so much emphasis has been placed on the development and publicizing of 
usable standards by many persons and organizations interested in marketing 
from the consumer point of view. 


The Development of Industry Standards 

Industry standards have been developed for many manufactured products, 
especially for industrial goods. A large nu-nber of engineering societies, trade 
associations, and governmental agencies have interested themselves in the 
establishment of such standards. One of the most important of these is the 
American Society for Testing Materials. This is a technical association en- 
gaged in promoting knowledge of engineering materials arid the standardiza- 
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tion of specifications and methods of testing.*® Another important organiza- 
tion working in the field is the American Standards Association. This asso- 
ciation is a federation made up of trade and technical associations, major 
branches of the federal government, and a large number of individual com- 
panies. Its function is to serve as a clearinghouse through which industrial 
and technical groups and governmental agencies develop and coordinate 
standardization programs. 

Both the American Standards Association and the American Society for 
Testing Materials operate by bringing together representatives of all parties 
who have an interest in the development of particular standards. The proce- 
dure of the American Standards Association, for example, is to investigate 
a specific problem only after a request has been reeeived by an interested 
group for the establishment of a standard in some specific field. After in- 
investigation of the work that has already been done, a general conference is 
called to which are invited representatives of all groups thought to be inter- 
ested in the subject. This conference decides whether the establishment of a 
standard shall be undertaken and, if so, how the work is to proceed and who 
shall undertake the primary responsibility.’* As a result of this type of effort, 
hundreds of industry standards have been established for products ranging 
from bolts and nuts, iron and steel products, and electrical equipment to gas 
appliances and safety glass. 

Both associations are now wprking on definite programs for the develop- 
ment of standards for ultimate consumer goods, although progress is un- 
doubtedly slower in this field than in the case of industrial goods. Nevertheless, 
many standards already established benefit consumers as a result of their 
wide acceptance by manufacturers and their use by wholesale and retail 
buyers. In this work, both organizations have established consumer goods 
committees and have added consumer representatives to their usual technical 
committees.** 

One of the most important agencies engaged in developing standards for 
manufactured products is the National Bureau of Standards of the United 
States Department of Commerce. F'or many years the Bureau has cooperated 

’®Sec Paul S. Olmstead, “Quality and the Consumer,” in Quality Qontrol and The 
Consumer, Conference in the Interest of Consumer Education, Scptemb<|r 1957, Rutgers 
University, pp. 38-40. ' 

n See G. F. Hussey, Jr., "American Standards and the Consumer," in^Quality Control 
and The Consumer, op.cit., pp. 9-11. 

Both organizations indicate that it is difficult — obviously — to obtaifi consumer rep- 
resentatives who can speak with authority as to what consumers want. Accordingly, most 
of the so-called consumer representatives consist of retailers, professional home econo 
mists, and representatives of consumer agencies of the federal government. See Hussey, 
op.cit., p. 10. 
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with industrial groups in their efforts to reduce the types and sizes of products, 
and it is constantly working on the development of standards under its own 
projects and in cooperation with trade and technical associations. Aside from 
its important work as the principal testing laboratory for supplies purchased 
by federal agencies, it conducts manv of the investigations leading to the estab- 
lishment of the specifications used in purchasing those supplies, and it serves to 
coordinate the work of the various federal agencies engaged in developing and 
using such specifications. It cooperates with national and international scien- 
tific, technical, and trade associations engaged in the development of standards 
and related efforts and takes an important part in the work of the American 
Standards Association and its affiliated organizations. It also assists with the 
adoption of standards for weights and measures and makes many tests for state 
and federal agencies. 

THE CONSUMER AND STANDARDS 


Nature of th<. Problem 

Despite the efforts of the agencies mentioned above, the standardization 
of manufactured products is in large degree undertaken by individual manu- 
facturers and does not necessarily conform to generally accepted trade or 
governmental standards. Tliis is particularly true of consumer goods. Thus 
the basis on which the standards of many manufacturers rest is unknown to 
the final consumer, a situation which makes its difficult for him to compare 
competing products. Where trade or governmental standards prevail, they 
are generally unknown to the majority of consumers and are not understood 
by a large proportion of those who know of their existence. Moreover, many 
sellers make claims about the quality of their produces and concerning their 
values in use which the buyer has no way of checking and which are some- 
times misleading or even false. Even the federal and state standards for agri- 
cultural products, which are widely used in wholesale marketing, usually do 
not carry through to the consumer. This absence of helpful industry-wide 
standards is rather widely recognized as a handicap to effective consumer 
purchasing. The attempts to have such standards established on a basis that 
will assist consumers in buying more intelligently and to educate consumers 
in their use are among the main objectives of some consumer organizations. 

The objectives of those who seek the establishment of useful standards 
for consumer goods are: (1) to develop standards that will enable the con- 
sumer to determine the quality of commodities and so make it possible for 
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him to compare competing products, (2) to have products so labeled that the 
consumer can tell at the point of purchase what qualities inhere in them, 
(3) to have these operations carried out in a manner that gives the consumer 
confidence in the standards and labels, and (4) to educate the consumer so 
that he will understand the importance of the standards and be able to 
understand the methods by which they are designated on the product or its 
container. Closely related to these points is the consumer's desire that those 
who sell products, whether or not they conform to acknowledged standards, 
shall see to it that truthful and useful information is given through advertising 
and personal selling. 

These objectives are difficult to attain. In the first place, although there 
can be no valid argument against the right of the consumer to know the 
quality of the product he is buying, how it operates, and how to use it to the 
best advantage, there is no particular unanimity of opinion as to just what 
this involves or how it can be brought about. In the second place, the develop- 
ment of useful standards and of devices making them intelligible to eon- 
sumers is often very difficult. And finally, the attainment of these objectives 
requires the cooperation of large numbers of people with diverse interests. 
Sellers must be convinced not only that it is to their own interest to have 
informed consumers and that consumers want to be informed, but that 
specific plans for carrying out the objectives arc possible and practical. The 
cooperation of trade associations and governmental agencies is often neces- 
sary. And consumers must be made to realize that the establishment of stand- 
ards is important to them. They must make their desires known, study estab- 
lished standards, and give evidence that they can and do use them. Although 
it is important and often difficult to overcome the opposition, inertia, or 
hesitancy of sellers, it appears that the problems involved in developing useful 
standards, carrying them through to consumers, and educating consumers to 
their use are the more difficult barriers to success. 

The types of issues involved may be illustrated by the controversy con- 
cerning the establishment of standards for canned fruits and vegetables 
and the way in which information as to quality is carried through to the con- 
sumer. Standards have been established by the United States Department 
of Agriculture and continuous factory inspection service is available to eanners 
who desire to label their products as U.S. Grade A, U.S. Grade B, or U.S. 
Grade C. If the continuous factory inspection service is not ‘Utilized, the 
canner may provide his own inspection facilities and still label the products as 
Grade A, Grade B, or Grade C without the U.S. prefix.^® But tnost eanners 

If the grade designations established through private inspection are inaccurate, the 
canner may 1% subject to prosecution under the mislabeling provisions of the Food, Drug 
and Cosmetic Act. 
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do not label their products as to grade. They maintain that the grades are 
not understood by consumers and that they arc not sufficiently informative 
with respect to particular characteristics of the product. This has led to con- 
siderable controversy over what characteristics of products should be measured 
and whether descriptive labeling or grade labeling is preferable. 

Those who favor descriptive labeling point out that important character- 
istics cannot be measured objectively, and hence must be described. In this 
way, it is argued that the buyer will have a better understanding of what 
the label means and can place his own evaluation on the importance of each 
characteristic; whereas under grade labeling he is likely to be ignorant of 
what characteristics are considered and of the weight given to each. It is 
further pointed out that under grade labeling not only is the measurement of 
certain characteristics dependent on the judgment of the grader, but also 
that the weight given to each is of necessity quite arbitrarily determined. 
Those who favor grade labeling point out that grades are easier to use than 
descriptive labels, that consumers can and will learn what they mean, and 
that they have been used with a considerable degree of success in the whole- 
sale trade ioi years. It is assumed that, if grades assist wholesale buyers who 
are purchasing goods that will ultimately be purchased by consumers, they 
will also aid the consumer.^* 

Although much less public attention has been focused on this problem 
during the past decade than was once the case, the issues have not been re- 
solved. Whether descriptive or grade labels are to be used, while important, 
is perhaps not the fundamental point. More important is the need to devise 
a means by which the labels used give information that is not only useful 
but sufficiently standardized throughout an industry so that comparisons can 
be made. Moreover, the labels must be controlled under a system that gives 
the consumer confidence in the honesty of the label by assuring him that the 
products have been inspected by an impartial agency. This seems to point 
to supervision and control by a federal govenimental agency. 

That federal and state governments must play an important part in devis- 
ing standards and controlling labels for consumer goods seems obvious, but 
the efforts of businessmen and of consumers arc equally important. Many 
manufacturers and retailers are now trying to describe products so consumers 
can learn what they need and wish to know. If consumers demand such in- 
formation, other sellers will be forced in line. The greatest protection of the 

This is a very brief presentation of the argument. For further discussion of the pros 
and cons of grade labeling, see Jessie V. Coles and H. E. Erdman, “Some Aspects of the 
Arguments Against Grade Labeling,” Journal of Marketing, January 1945, pp. 256-61; 
and G. B. Hotchkiss, “Some Fundamental Objections to Mandatory ABC Grades” 
Journal of Marketing, October 1945, pp. 128-34. 
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consumer is and must continue to be found in the integrity of the businessman 
with whom he deals. It is because consumers now believe in the basic integrity 
of the overwhelming majority of manufacturers and retailers that they are 
willing to purchase so many products by brand. If more usable standards are 
established and if these are supported by associated or governmental efforts, 
purchasing will be greatly facilitated. But even when standards are supported 
by the force of law, consumers and other buyers must still depend in large 
measure on the willingness of producers and middlemen to produce and sell 
in conformity with the established standards. 

Progress in Standardization 

Fundamental to the use of commodity standards is the standardization 
of weights, measures, and containers. With the exception of the containers in 
which commodities are packed, these basic standards are well established and 
their use is made compulsory by legal enactment.^® Considerable progress has 
also been made toward the standardization of containers, and containers pre- 
scribed by federal agencies must be used in interstate trade in certain products. 
Many products, especially those falling under the federal Food, Drug and 
Cosmetic Act, cannot be sold in interstate commerce in “misleading” con- 
tainers, and containers must bear an accurate statement of the quantity of 
the contents. 

Considerable progress has been made in the development of uniform 
standards for some consumer goods. Wholesalers and retailers are not only 
purchasing with greater care, but many of the larger establishments operate 
or utilize the services of testing laboratories to guide their purchasing and 
to supply information about their products which can be carried through 
to consumers by means of descriptive labels, informative selling, and ad- 
vertising. Others are making use of federal grades which can be carried 
through to the consumer, such as those applying to canned fruits and vege- 
tables, butter, eggs, and meats. These efforts to give consumers adequate 
information are not widely undertaken, but they are being used in increasing 
degree and appear to mark a definite tendency. 

State and federal agencies are also active. The Federal Trade Commis- 
sion in particular, through its powers to control methods of unfair compe- 
tition including advertising, has done much to assist in the (development 
of standards and to protect consumers against false and misleading adver- 
tising and labeling. Trade practice conferences have been use<K extensively 

1® How well these laws are enforced is perhaps subject to debate and undoubtedly 
varies considerably from one state or locality to another. 
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by the Commission as a basis for the establishment of trade practice rules 
for many industries. In addition, the Commission's powers with respect to 
the regulation of the labeling of textile products is now quite substantial. 
The earlier laws requiring the labeling of wool products and fur products, 
the Wool Products Labeling Act of 1939 and the Fur Products Labeling 
Act of 1951, have been supplemented by the Textile Fiber Products Identi- 
fication Act of 1958.^® As a result of these laws, which require manufac- 
turers and retailers to label by generic name the fiber content of most 
clothing and household textile items, the consumer is obtaining at least 
some of the information necessary to make comparisons among products. 
Obviously, the standardization of even these products is by no means 
complete but progress is being made. 

CONCLUSIONS 

Standard weights and measures eliminate the difficulties involved in 
knowing what quantities are exchanged. Buyer and seller can thus come 
to an imiacid-Iate agreement on that score; and, in case of dispute, recourse 
can be had to an impartial judge for interpretation of the standard scale 
or standard measure. Quality is the unknown factor in most mercantile 
transactions. The extension of univ'crsally accepted standards of quality 
should go far to make marketing more efficient and less costly. Every ad- 
vance which increases the ease with which buyers can determine quality 
speeds the marketing process and, as a rule, reduces its cost as well. 

If standardization is to achieve the greatest results for effective and 
economical marketing, it is important that standards be used as near to 
the original source as possible and carried through the marketing channels 
to final purchasers, lliis can be done with weights and measures, and many 
commodities go to the final consumer in original containers. Quality 
standards can be carried through for manufactured goods and many 
minerals. Agricultural products more and more are graded and bought by 
grade at country points. These grades can be carried through to the whole- 
sale market and to manufacturers, and grades for the less perishable prod- 
ucts can be carried through to the retailer and even to the consumer. But 
in the case of perishable products, it is difficult and often impossible to 
carry the grades through to the final consumer. 

The past efforts of consumers and consumer organizations have greatly 
increased the interest in consumer standards on the part of manufacturers, 
wholesalers, retailers, governmental agencies, and trade associations. These 

See Chap. 7 for further discussion. 
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efforts have been responsible in part for the development of an increasing 
number of consumer goods standards and their use by manufacturers and 
middlemen. Some progress has also been made in educating consumers in 
the use of these standards. Much remains to be done, however, in the 
standardization of consumer goods. The problem is a complex one and it 
will not be easily solved. No doubt gradual progress will continue to be 
made in its solution. 

QUESTIONS FOR DISCUSSION 

1. The article by James B. McNallen cited in the bibliography describes the 
change of policy made by the Sun Oil Company in 1956 from selling only 
one grade of gasoline to selling five grades of gasoline from the same pump. 
By means of a selector switch, the gasoline is blended automatically according 
to the grade selected by the motorist. The grades were designated as 200, 210, 
220, 230, and 250. The 200 grade is stated to be equal in quality to the pre- 
vious single grade and was sold at the same price. A price increment of one 
cent per gallon for each higher grade was established except that the increment 
was two cents for the top grade. The advertised advantage of the new system 
was that the consumer could select the right blend for his car. 

Evaluate the policy from the standpoint of the consumer and the company. 
Does this action lead to greater standardization or to greater product differ- 
entiation? Evaluate the grade designations adopted from the standpoint of 
the company and the consumer. 

2. The Wool Products Labeling Act of 1939, which required the labeling of 
products as to the percentage of wool fiber content and whether the fiber 
consisted of pure virgin wool or reused wool, was presumably designed as a 
measure of consumer protection. Despite the efforts of consumer organizations 
for many years to obtain such a law, it was not enacted by Congress until strong 
pressure was brought by the wool growers' association. This served to counter- 
act effectively the opposition of manufacturers. Likewise, Rhodes points out 
in the article cited below that the marking of beef grades w^as achieved by 
producer interests, over the protests of packers, rather than by consumer 
interests. 

How do you explain the apparently conflicting interests of the original pro- 
ducers and the processors? Are these interests really in conflict? Why arc 
producers able to exert more influence on government than do consumers? 
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COMPETITION AND PRICES 


THE SIGNinCANCE AND MEANING OF PRICE 

Price is a matter of fundamental interest to both buyers and sellers in the 
market. Buyers and sellers alike at all stages from production through the 
marketing process to the final consumer must constantly watch prices. For 
the producer, such as a manufacturer, mine operator, or farmer, the price at 
which he sells l uiy have varying effects on his ultimate net profit. For example, 
price helps to determine the volume of his sales and may also affect his unit 
costs if his expenses vary with the volume of sales or with the scale of pro- 
duction. For the merchant the difference, if any, between cost and selling price 
determines the margin on which he must operate in any given transaction 
and the markets in which he can buy and sell. While the consumer is inter- 
ested in improvements in scr\dce and quality of product, at any given time 
the relative price of similar products is his major interest. 

Moreover the price of one seller is the cost of another. Both producer 
and middleman are interested in prices, not only as determining their volume 
of sales and margins of profit, but also because they determine the expense 
of doing business as shown in the price of raw materials, machinery, labor, 
funds, land, and services— the costs which must be met if the business is to 
continue. 

'I’he price of an article is its market value expressed in terms of money. 
Market value is power in exchange. The price of an article or service, there- 
fore, is an expression in terms of monetary units of the power which that 
article exercises in exchange on the market; that is, of the money it will ‘‘buy,'" 
and hence, ultimately, of the goods and servi^ "s for which it can be exchanged. 

The process of price formation and the type of pricing policy adopted 
differ importantly depending upon the structure of the market which various 
individual sellers face. Two aspects of the market situation may be stressed 
particularly; the number of sellers— whether there arc many, few^^^or one; 
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and the relationship of the products offered by the seller— whether they are 
the same or differentiated. The basic characteristics of the market within 
which the business sells, coupled with the conditions of production, will 
determine the nature of the demand for the individual firm’s product. Thus 
price formation will differ according to the various types of market situations. 

While types of markets and the methods of pricing which grow out of 
them are almost infinite, economists and marketing men have simplified and 
summarized these multitudinous market situations into four basie types. A 
knowledge of the essential characteristics of these typical market situations 
is most helpful in studying the methods of determining price in specifie situ- 
ations. While no more than a summary of priee theory as developed in modern 
treatises on the subject ean be offered here, this will serve as a useful back- 
ground for the more detailed study of specifie market price policies which is 
the subject of the next chapter.^ 

THE MAJOR TYPES OF MARKET 

Market situations for various products range fronr the one extreme of 
pure competition, through the stages classified as monopolistic competition 
and oligopoly, to the other extreme of simple monopoly. 


Pure Competition 

Characteristics. A purely competitive market has two basic characteristics. 
The first of these is that the various firms selling in the market produce a 
single identical product, and tHe second is that the number of sellers is large 
enough that no one of them can perceptibly influence the price of the product. 
Because of these characteristics, a third condition is customarily attributed to 
purely competitive markets. The large numbers and relative smallness of the 
sellers make it relatively easy for others to enter the industry if they wish. This 
condition is called freedom of entry. 

Pure competition is not a very widespread type of market in the American 
economy. Nevertheless enough industries approach, though imperfectly, these 
conditions to make the analysis of pricing under pure competition of practical 
significance. A monograph of the Temporary National Economic Committee 
listed the following extractive industries as being at some sta|e of produc- 
tion essentially competitive— agriculture, lumber, bituminous coal, petroleum 
production, and fisheries. In addition a number of manufaeturlng industries 

^ For a more detailed study, the student is referred to the standard texts upon eco- 
nomic principles. 
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were listed as essentially competitive including such fields as cotton textiles, 
woolen and worsted goods, various types of clothing, boots and shoes, and 
many food products.® Moreover, even though pure competition is not very 
common, pricing is relatively simple here and so certain fundamentals com- 
mon to all markets stand out more clearly than they do in the more complex 
market situations. 

Influence of Demand. Under pure competition the essential concept is 
that the seller is completely dominated by the competition of other firms 
the actions of which it cannot directly influence. Since each firm is relatively 
small, it cannot influence market price appreciably either by increasing its own 
supply to the practicable limit or by withdrawing its supply from the market. 
If the seller tries to obtain a higher price than other sellers, buyers will simply 
shift to other sellers. Since the products are identical, buyers lose nothing by 
shifting. Nor will the price raiser s product be missed since it is only a small 
portion of the total market supply. Similarly there is no advantage to the seller 
in lowering his price below the market price since he can sell all he can pro- 
duce at the market price anyway. Tluis firms operating under pure competi- 
tion must sell at a market price established as a result of the supply put on 
the market by all producers and the demand afforded by all buyers of the 
product. 

Influence of Cost. Since market price is determined in an impersonal 
market over which the seller has no control, actual market price at any given 
time may be above or below the costs of individual sellers. Adjustment by the 
individual finn to the current market price must be entirely in terms of varia- 
tions in output so as to minimize losses or maximize gains. No action it can 
take will have any effect on the demand for its individual product. Over the 
long run, however, it is clear that the price must be high enough to cover all 
the costs of making and marketing as much of the p^'oduct as the buyers 
demand at this price. If prices fall below this point, production will decline 
as individual finns reduce output or leave the industry. As the available sup- 
ply is reduced, a point will be reached at which some of the buyers with a 
more intense desire for the product will offer a higher price in order to ob- 
tain enough of the smaller supply now offered for sale. This increased com- 
petition among the buyers will raise prices to a point which will cover the 
expense of producing and marketing a sufficient supply to meet their demands. 

On the other hand, if prices offered to producers reach a point above the 
costs of production a greater volume will be produced and offered for sale, 

2 Clair Wilcox, Competition and Monopoly in American Industry , Monograph No. 21 
(Washington, D.C.: Temporary National Economic Committee, 1940), pp. 20ffs 
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because producers will want to take advantage of the higher price in order 
to obtain greater profits. This will continue until the increased supply, caused 
by the higher price, will no longer be taken off the market at that price by 
the buyers. Then competition among producers to sell their surplus goods will 
again force prices down toward a cost-covering level. 

Thus in a smoothly operating competitive regime, an equilibrium price will 
tend to be established which will equate the supply and demand for the prod- 
uct at the largest possible level consistent with just covering the costs of the 
marginal seller, and at the same time meeting all demands of buyers includ- 
ing those marginal buyers who find it just worthwhile to purchase at the 
equilibrium price. 

Price Determination. The basic mechanics of pricing under pure competi- 
tion may be illustrated by means of Figure 26-1. The price for the product of 



Figure 26-1. Price Determination Under Pure Competition. 


the industry is determined by the aggregate demand and supply of large num- 
bers of buyers and sellers facing one another in the market. Initially wc may 
suppose this price to be Pi given by the intersection of Di and S, the industry 
demand and supply curves. 

This price level in turn determines the price and level of output or sale 
of the various individual firms in the industry. The level of output will be 
set where the marginal cost, MC, of the firm is just equal tQ the marginal 
revenue.® Since marginal revenue is the same as price under pme competition 
(changes in output by an individual firm have no effect on pri|:e) output will 

* Marginal cost is the additional cost involved in producing an additional unit of 
product, and marginal revenue is the addition to total revenue from thQ sale of an addi- 
tional unit. 
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settle at Qi where MC = Pi. At equilibrium this price will just cover the 
average total costs, ATC, of the marginal firm in the industry. 

This equilibrium might be upset by either a change in total industry de- 
mand or a change in cost conditions. For example, an increase in total demand 
to D 2 would raise price to P 2 . Finns in the industry would respond to the 
higher price by increasing output to Q 2 according to the marginal cost curve 
MC. ITie reason for this is that MC represents the short run supply curve of 
the finn since the company will find it worthwhile to incur the added costs 
of marginal units of output up to the point where the price received is just 
enough to cover the added cost. P 2 would, of course, represent only a short- 
run equilibrium since the existence of profits such as P 2 ABC would attract 
additional firms into the industry over the longer run (or result in larger scale 
output by existing firms), so increasing total industry output. This would 
move the industry supply curve, S, to the right, bringing lower prices and 
eliminating profits of the marginal finns. 


Pure Monopoly 

Characteristics. At the opposite extreme from pure competition is pure 
monopoly. Pure monopoly occurs when a producer controls the output of a 
product for which there is no substitute so similar that the monopolist's sales 
will be affected by price changes in a substitute product. Thus in cases of 
pure monopoly the firm has no direct rival and also faces no product or groups 
of products which are closely competitive. 

Monopoly may arise from a number of causes which prevent other firms 
from offering close substitutes. Among these are: legal barriers, such as patents 
or public utility franchises; ownership of the key resources, for example as in 
the molybdenum or nickel industries; the heavy investment required to start 
a new firm; and the threat of price warfare or imposition of other handicaps 
on potential entrants. 

7'he definition of pure monopoly indicates that, like pure competition, 
monopoly in this extreme form is relatively rare. Nevertheless the conditions 
arc met closely enough in a number of important areas of the economy for 
the case to have practical significance. A monograph of the Temporary Na- 
tional Economic Committee listed the following products or services which 
in 1937 were completely or nearly completelv controlled by one firm: * 

Aluminum (Aluminum Company of America) 

Nickel (International Nickel Company) 

* Clair Wilcox, op.cit., pp. 69 ff. 



548 


Principles of Marketing 


Molybdenum (Climax Molybdenum Company) 

Magnesium (Dow Chemical Company) 

Shoe Machinery (United Shoe Machinery Corporation) 

Glass Container Machinery (Hartford-Empire Company) 

Scientific Precision Glass (Bausch & Lomb Optical Company) 

Domestic Telephone Service (American Telephone & Telegraph Company) 
Transoceanic Aviation (Pan American World Airways, Incorporated) 

Pullman Cars (Pullman Company) 

and in certain areas: 

Oil pipe lines 

Railway freight transportation 
International cable and radio 
Public utilities 

It is interesting to notice that the list has grown substantially shorter 
since 1937. Aluminum is now produced by two large additional firms, Kaiser 
Aluminum & Chemical Corporation and the Reynolds Metals Company, and 
several smaller firms. Scientific precision glass is now produced by Argus and 
others. Several firms have now entered transoceanic aviation. Monopoly in 
glass container machinery has been broken by court action. 

Pricing Under Monopoly. The essential idea of pure monopoly is that 
the firm is not subject to the competition of any other producer of the same 
product and that there are no satisfactory close substitutes. The monopolist's 
sales remain unaffeeted no matter what any other producer does. I’he monopo- 
list's demand is thus equivalent to the industry demand and, subject only to 
his finding it out,- is quite definite. Moreover, since the monopolist's demand 
curve and the industry demand curve are identical, the monopolist's position 
is such that as he lowers price he will sell more units of product and as he 
raises the price he will sell fewer. Thus a monopolist is in a position to look 
for the combination of price and output which promises him the greatest 
total difference between cost and revenue, or in other words the greatest 
total profit. This means that contrary to the purely competitive seller, who 
simply sells at the market price, the monopolist can deliberately select a price 
policy of his own. He has discretionary power over price and output. 

Limitations on the Power of the Monopolist. It is sometinkes forgotten, 
however, that the power which the monopolist is able to exe^ise over the 
price he will charge for his product varies greatly under differeit eonditions. 
The signifieant point to recall is that when the monopolist raises his price he 
will, with minor exceptions, lose sales. Whether he will receive a larger total 
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revenue by raising price depends, therefore, upon whether the drop in the 
number of units sold is more than offset by the rise in price. 

This elasticity of consumer demand is determined by the intensity of 
desire for the product, the relative closeness of possible substitutes, and the 
extent of income. If salt could be monopolized, as it has been at times, the 
inelasticity of the demand resulting from the vital need for the product and 
lack of close substitutes would make it possible for the monopolist to raise 
the price to unheard-of heights. Similarly there would be no limit, save his 
resources, to what the consumer would pay for water if an uncontrolled 
monopoly sold it to maximize revenues. If sugar, on the other hand, were 
monopolized, consumers might pay a much larger share of their income for 
it than they are now in the habit of paying, but a point would soon be reached 
where they would go without sugar, substituting corn syrup, maple sugar, or 
perhaps even go without sweets of any kind. If the necktie market were 
monopolized and prices raised, a point would be reached relatively soon at 
which many consumers would begin to go without neckties or would substi- 
tute other ornamentation. 

Thus the pace policy of the monopolist must be determined with such 
considerations in view. The monopolist has little definite knowledge with 
which to start in his effort to obtain the greatest margin between total ex- 
pense and total income. He may know his costs of production and marketing, 
although if his is a business of increasing or decreasing cost he cannot know 
even this with accuracy. He does not know what reaction he will receive from 
the consumer at different prices, except after trial. Of course, if he is wise, 
he will study his market so as to estimate the best price with as much accuracy 
as he can, but aside from that he must experiment. Probably few monopolists, 
if any, have ever anived at the one best price for their article, and if they did, 
the price would be but temporarily the best, for conditions affecting expenses, 
demand, wants, and income are constantly changing. Furthermore, many 
firms possessing a monopoly, or even a degree of monopoly, have never tried 
to exercise their power to the limit. Ignoring any more altruistic motives which 
may influence them, this may be due to their fear, for example, that competi- 
tors will be induced to enter their market, that substitution will take place, 
or else for fear-— generally in the case of important commodities of everyday 
use— that popular indignation will force the government to take a hand. 

Price Determination. Pricing under monopoly conditions, and the monopo- 
lists need to keep in mind the effect of different prices on total profits, may be 
illustrated diagrammatically by Figure 26-2. The demand curve, D, shows that 
an increased output can be sold only at a decreased price. Thus the change in 
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total revenue resulting from the sale of one additional unit is the result of 
adding to the total the receipts from the sale of the added unit, and subtract- 
ing the loss of revenue on all other units sold because of the lower price at 
which they now sell. This result is given for any level of output by the mar- 
ginal revenue curve, MR. 

Thus under the demand and cost conditions depicted in Figure 26-2, the 
monopolist would set price at Pi with output Qj, a position determined by 



the level at which MR = MC. That total profit PiABC would be at a maxi- 
mum at this point is evident if alternative prices are considered. For example, 
the monopolist could charge a higher price such as P 2 (an alternative not 
open under conditions of pure competition). Total profit P 2 DEF would be 
less than at price Pi since at this output the monopolist could increase his 
profits by lowering his price. The added revenue from the larger sales, as 
given by the curve MR, would more than offset the added cost of the higher 
output, as given by the curve MC. This would be true up to the point where 
MR just equalled MC at PiQi. Beyond this level of output the added revenue 
from larger sales would be less than the added cost, i.e., MC i$ greater than 
MR, and total profits would become smaller. 
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Monopolistic Competition 

Neither pure competition nor pure monopoly is particularly common in 
the American economy. Considerably more widespread is the type of market 
structure which has become known as monopolistic competition.® As the 
name implies, elements of both competition and monopoly are present in 
such situations. 

Characteristics. One condition, taken from pure competition, is that there 
be a large number of sellers of the particular class of commodity. In other 
words no seller controls a large enough proportion of the total market sales 
so that by increasing or decreasing his output he will affect the sales of any 
other seller enough to induce a reaction. 

The second condition, similar to that for pure monopoly, is that the firm 
produces a good which is significantly differentiated in the minds of con- 
sumers from the closest substitutes. Since no other producer exactly duplicates 
his product the seller under monopolistic competition is to that extent a 
monopolist. 'I'he real difference between his position and that of the pure 
monopolist is one of degree. Tlic product of the pure monopolist has no close 
substitutes while that of the firm under monopolistic competition has a num- 
ber of close substitutes. 

The basis of differentiation between the similar products of sellers may 
be real or imagined. All that is necessary is that the difference seem important 
to at least some consumers. Individual producers will then have some control 
over the prices at which they sell. That is, like the pure monopolist, the pro- 
ducer under conditions of monopolistic competition must have some price 
policy. With a rise in price he will not lose all his customers as he would 
under pure competition. Yet the fact that there are relatively close substitutes 
for his product means he must be careful, for as his price rises his customers 
arc likely to shift relatively quickly to other sellers. Tlic closer the substitutes 
are the more elastic the demand is; or in other words, the smaller the price 
change which will bring about a shift of consumers between sellers. It is clear 
that the nearer the products of different sellers approach to being perfect 
substitutes the nearer the market is to pure competition, while the more 
imperfect the substitutes are the closer the market is to pure monopoly. 

“The term as originally introduced by Professor Chamberlin had the more inclusive 
meaning of all tyires of markets between pure competition and pure monopoly. Edward 
H. Chamberlin, The Theory of Monopolistic Competition (Cambridge; Harvard Univer- 
sity Press, 1933). (There have been a number of succeeding editions.) The narrower mean- 
ing of the term as used here has become more common in recent years. 
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Degree of Control. Conditions approximately satisfying those for monopo- 
listic competition exist, for example, in many types of grocery and drug 
products. When the consumer has been in the habit of purchasing a particu- 
lar brand of goods for years it may take a considerable rise in the price of the 
product or fall in the price of competitive products to induce him to change 
his brand. The seller, through national advertising, local advertising, the use 
of salesmen, or the cooperation of middlemen, and by producing a satisfactory 
or superior product, creates in the buyer a desire to buy his particular brand. 
Then even though competing products may be as good as his own, insofar 
as he is able to induce buyers to ask for and insist on getting his product, he 
has a degree of monopoly of his market. 

Moreover, regardless of his sales efforts, any seller whose goods have proved 
satisfactory to buyers has a certain advantage. They know and like his product. 
Why should they experiment with others that may prove to be less satis- 
factory or even entirely unsatisfactory? Influence of this sort does not, as has 
been pointed out, usually carry with it any large control over prices. For if 
the price is much higher than the price of competing products, many buyers 
will purchase competing commodities or go without. But so long as price and 
quality remain approximately the same, the created demand will combine 
with the established custom as well as with the desire and convenience of 
the purchaser and help assure to the seller some degree of control over his 
market. 

Once the customer is won over and finds the product satisfactory, he 
ordinarily continues to buy that product over and over again. It is these “repeat 
sales” that make economical much of modern selling. Large-scale sales pro- 
motion is profitable only if, once a sale is made, repeat sales follow. The 
cost of the initial sale is then gradually spread over the later sales. 

Necessity for a Price Policy. These statements emphasize again the fact 
that the seller under monopolistic competition must have a price policy. He 
cannot, as under pure competition, simply sell at the prevailing market price. 
The buyer under monopolistic competition has no alternative source from 
which he can obtain exactly similar products. He must pay the price or go 
without the product. For the seller of a differentiated product there is no 
true prevailing market price. Hence there is no prevailing price at which he 
can sell his product if he offers it for sale and no assured sales ?if he reduces 
his price. True, the more nearly his product is like competing products, the 
more likely it is that he will be able to sell at the same price offered by com- 
petitors, or at a lower price. This is particularly true if purchasers know that 
the products are similar. But where real or presumed differences exist between 
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products, a “competitive'* price alone will not assure a satisfactory volume 
of sales; selling effort may also be necessary. This is evidenced, for example, 
by the fact that the price charged by department stores and chain drug stores 
for their own brands of a common drug, which has been popularly identified 
with the name or trade-mark of some manufacturer, must frequently be con- 
siderably below that of the better known brand of the product. 

Use of Nonprice Competition. Finally, it is well to recognize that, while 
price competition in the sense of “pure” competition does not exist in the 
sale of such products, competition in the sense of striving for sales is in many 
instances most intense. This nonprice competition differs from pure competi- 
tion in that it is not confined to a pure price basis. Nonprice competition can 
result from a wide variety of influences. For example, the continuous introduc- 
tion of new and different products has brought intense inter-industry com- 
petition as producers of different types of products struggle for the largest 
possible share of the consumer's dollar. Similarly, improved methods of pro- 
duction as well as improved transportation and communication have brought 
increasing volume of production and have opened up new areas from which 
products can bt sliipped to given markets, thereby intensifying competition 
both among those who sell similar articles and also among industries. Identifi- 
cation of products opens up the possibility of competing on the basis of 
quality and service with prices ranging from low prices for minimum quality 
and service through various ranges of prices to very high prices for a maximum 
of quality and service; and any one producer may choose between selling one 
quality of product at a price or he may sell several products, differentiated by 
their qualities and marks of identification, at several prices. 

It is difficult under conditions of monopolistic competition to be sure 
where price competition leaves off and nonprice competition begins. The 
difficulties arise primarily out of the problem of defining price. This is a 
matter largely of the fact that there are many conditions attending the sale 
of a product, and it is not easy to determine which should be considered as 
contributing, at least indirectly, to the sale of the product but are not part of 
the item actually bought. Probably the most satisfactory way is to define price 
as a package which includes all the items sunounding a sale for which a 
monetary value can be approximated. This would include the quality of the 
product and the terms of sale such as place, time, and conditions of delivery 
and payment. This leaves under nonprice competition only those procedures 
and expenditures surrounding the sale which affect the buyers' subjective 
valuations of the product or seller. Such a distinction means that nonprice 
competition includes primarily the various forms of sales promotion such as 
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advertising, personal selling, fashion and model changes, and especially in 
recent years the use of trading stamps.® 

The distinctions just made between price and nonprice competition are 
certainly not clear-cut in every case. For example, the salesman of industrial 
goods may provide valuable engineering or installation services. The annual 
model changes for automobiles are a melange of style and quality which will 
not always separate neatly into those for which a monetary value can and 
cannot be assigned. The price of meals at a restaurant provided for customers 
by a department store probably does not cover all the values derived from it 
by either the store or its customers. Nevertheless, the distinction is a valuable 
one in spite of its lack of precision in all cases since it provides us with a way 
to distinguish and analyze the elements surrounding the sale of goods. 

Price Determination. The diagrammatic representation of pricing under 
monopolistic competition does not differ fonnally from the case of pure 



Figure 26-3. Price Determination Under Monopolistic Competition. 


monopoly so long as there is no change in the demand curve. Recalling the 
importance of nonprice competition under monopolistic competition, how- 
ever, it is important to recognize that the demand curve is much more likely 
to shift under conditions of monopolistic competition than of monopoly. 
This might occur either because of selling efforts of the firm itself or because 
of the impact of the actions of other firms selling the same general type of 
goods. 

Thus in Figure 26-3 during period I the position of maximum profit is 
output OQi and price OPi giving a profit of Pi ABC. By means of some form 
of nonpricc competition, for example an intensive advertising (^mpaign, the 
firm may be successful in shifting its demand curve to D 2 . The new position 

* These fomis of sales promotion are discussed in Chap. 18. 
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of maximum profits would be output OQ2 and price OP2 giving the larger 
total profit of P2DEF. 


Oligopoly 

Perhaps most common in the American economy is the last type of market 
structure called ‘‘oligopoly/' or “small numbers." In such markets the number 
of firms selling a similar product is small enough so that each sells a substantial 
share of the total output. Under such circumstances any one of the firms 
can, by a change in its output or price, affect the sales of its competitors by 
a noticeable amount. The rival firms are then likely to react with changed 
price or output policies of their own, which will in turn alter the sales of the 
first firm, which may in turn induce a further reaction by that finn, and so on. 
lliese have aptly been termed “boomerang" reactions. 

llie basic feature of oligopoly is thus a mutually recognized interdepend- 
ence of rival sellers’ price and output policies. This circumstance also signifies 
an important difference from each of the other market structures mentioned 
previously with -'cspect to the demand situation facing the seller. Under pure 
competition, pure monopoly, and monopolistic competition, the seller faces 
a definite demand situation which at least conceptually he could discover. 
This is not so under oligopolistic conditions, assuming no collusion among 
the sellers. An independent price change bj one seller tends to begin a 
boomerang chain of repercussions. These will ordinarily have no definite and 
predictable outcome because the various counter adjustments depend upon 
each oligopolist’s guesses as to the most probable reactions of his competitors. 

It is clear that there is much uncertainty in the market situation facing 
oligopolists. An oligopolist acting independently of the other firms cannot 
be sure what will happen if he decides to initiate a price or output change. 
While conceptually there are an indefinite number of possible reactions which 
the oligopolist might have to consider, for present purposes it will suffice to 
suggest two or three major possibilities. 

There are two major classifications of oligopolistic market situations— 
pure oligopoly in which the firms sell identical products, and differentiated 
oligopoly in which the firms sell products which are close but not perfect 
substitutes. I’he two classifications between them cover a very large portion 
of the American economy ranging in size an^ significance from the automo- 
bile industry to three drug stores located close together in a suburban shopping 
eenter. A partial listing of some of the more important oligopolies will indicate 
how widespread and important oligopolistic markets are. Among the pure 
oligopolies are aluminum, chemicals, steel, copper, lead, cement, sulfur, and 
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many others. Differentiated oligopolies include such fields as automobiles, 
cigarettes, soap, electric appliances, gasoline, and others. 

Pure Oligc^ly. Under conditions of pure oligopoly, as under pure com- 
petition, sellers must charge identical prices to remain in business. Generally 
speaking there are, therefore, two types of reactions by rivals to a seller’s 
independent price cut. One possibility is that his price cuts will be just met 
by his rivals. Assuming the cuts are made simultaneously, then essentially the 
price cutter can look forward simply to his more or less regular share in an 
increased total industry demand. If, on the other hand, his price cut is ex- 
pected to set off a series of retaliatory price cuts, then there is no simple pre- 
diction of the effect on his sales. He must instead try to estimate the probable 
outcome of a price war in which, for example, financial resources may be the 
deciding factor. Similar uncertainties will exist with respect to price increases. 
The firm may, for example, hope that his rivals will follow him in a price 
increase, but recognize that if they do not his own sales will be drastically 
reduced. 

These difficulties facing independent price and output policies tend to 
lead oligopolists to make explicit agreements about pricing and market policies, 
or to follow conventions which, one way or another, coordinate their price 
policies both as to level and timing. Under the antitrust laws, fomial price 
fixing or market sharing agreements are illegal in the United States. Perhaps 
the most common way of avoiding the uncertainties of an independent 
pricing policy is the recognition by the industry of one firm as the price leader. 
The price leader is expected to make the decisions with respect to price and 
its lead is followed by the other firms in the industry. In effect this makes an 
industry of nominally independent oligopolists similar to the case of simple 
monopoly. The manipulation of price by the price leader, however, is much 
less simple than for the pure monopolist. Some uncertainty always exists, 
since one or more firms may feel their interests are not being properly met by 
the price leader and may openly or secretly break away from the customary 
pattern of behavior. The situation is thus much less stable than in the case of 
pure monopoly. 

Differentiated Oligopoly. The second type of oligopolistic market struc- 
ture involves the sale of differentiated products. Many of the considerations 
relevant to product differentiation have already been discussied in connection 
with monopolistic competition and need not be repeated here. Certain dis- 
tinctions important in distinguishing pure and differentiate oligopoly may 
be mentioned, however. 

The major differences between differentiated oligopoly and pure oligopoly 
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are two. First, the several firms may find they are able to charge somewhat 
different prices for their products without the reaction from competitors 
which would automatically follow with an undifferentiated product. Generally, 
however, this range of pricing policy will be relatively narrow. 

The more significant difference lies in the fact that selling costs are much 
more important in differentiated oligopoly than in pure oligopoly. Selling 
cost may take one or more of several fonns of quality and nonprice competi- 
tion. While very significant for monopolistic competition, they are especially 
important here because changes in the various forms of nonprice competition 
by one oligopolist arc likely to bring competitive reactions from his rivals. 
Most significant from a general point of view is competition in terms of prod- 
uct development and product variation. This type of competition seems 
particularly strong under differentiated oligopoly. Much of the improvement 
in consumer goods over a period of time both in quality and variety is un- 
doubtedly due to it. The development of the automobile offers an excellent 
illustration of this. It may also, of course, result in less useful changes, such 
as periodic style changes to make older models obsolescent without real 
changes in quality. 

Other aspects of nonprice competition are advertising and sales promotion. 
Both may be most helpful in making known new products or bringing other 
important information about products to potential buyers. It is also true that 
in many cases these practices have enabled firms to grow to a size where there 
are important cost advantages from large-scale production. On the other 
hand, there is sometimes a tendency in oligopoly for advertising and selling 
costs to become merely competitive and largely sclf-canceling without adding 
to the output of the economy or the welfare of buyers.^ 

GENERAL FACTORS AFFECTING PRICING IN THE 
VARIOUS TYPES OF MARKET STRUCTURE 

The influence of market structure on price and output procedures in dif- 
ferent situations has been shown to be most important. Likewise important 
in greater or lesser degree to all types of market structures are certain general 
influences or practices which modify for varying periods of time the results 
which might otherwise be expected. A few of the more important of these 
are: (1) the failure to forecast conditions of production and trends in demand 
accurately (inaccurate forecasting), (2) the failure of businessmen to enter or 
leave the market quickly when prices are unfavorable (fixed costs, variable 

’ See Neil H. Borden, The Economic Effects of Advertising (Homewood, 111^: Irwin, 
1942). 
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costs, and unused capacity), (3) custom and convenience, and (4) government 
control. 

Inaccurate Forecasting 

The common inability to forecast accurately conditions of production and 
trends in demand causes market operators to assume varying degrees of risk, 
to speculate. Speculative prices prevail throughout the business world. In a 
sense, all prices are speculative, because knowledge of the actual conditions 
which will prevail on the market at a future date, near or distant, is never 
complete. Even the most perfect news service cannot report the many changed 
situations that may arise between the time the market is forecast and the 
time the prospective exchange actually takes place. Not only may changes 
occur in conditions affecting production, such as change in the weather, 
floods, frosts, and pests, or improvement in methods which result in cheaper 
processing or better products, or both, but changes in demand likewise arise. 
A panic, a war, a depression, a new product or method, a fashion change, may, 
one or all, alter the nature and amount of the demand for goods. 

The interaction of market forces is so complex, and the apparently ex- 
traneous circumstances which have, nevertheless, a considerable effect are 
so many, that an accurate estimate of market conditions which will prevail 
at a future date is often practically impossible. This is particularly true of 
items requiring long periods for their production and of items for which the 
demand is more or less precarious and elastic— as with seasonal fashion goods. 
These conditions prevail to a large degree in the market for most machine-made 
products, and similar problems arise in the market for farm products. There 
are, consequently, likely to be alternating gains and losses on the market. 
These result from over- or underestimation of the market demand or supply, 
and cause gain or loss, greater or less according as the estimates are more or 
less remote from the actualities which develop later. 

Fixed Costs, Variable Costs, and Unused Capacity 

The reasbns for the inability or unwillingness of businessmen to enter or 
leave a market are so numerous that they can only be suggested in this dis- 
cussion. But it can be stated as a general principle that, although changes in 
price may have an immediate effect on the volume sold, changes in the 
volume produced and in plant capacity are seldom made in immediate re- 
sponse to price changes. They are likely to be long delayed, sometimes for 
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years. And when demand falls off or increases, price changes do not always 
follow immediately. 

One of the fundamental reasons for this delay is the importance of fixed 
or overhead costs in modern industry. The total cost of producing and market- 
ing an article is made up of variable costs and fixed costs. Variable costs, as 
the name implies, vary directly with the volume of business. They include 
such items as the expenditures for labor, raw materials, fuel, supplies, and 
fabricating parts used in making a product. Fixed costs, on the other hand, 
include relatively fixed expenses such as the expenditure for interest on the 
investment, taxes, insurance, executive salaries, and allowances for deprecia- 
tion and obsolescence. Although some of these expenses may be reduced if 
production is curtailed, such reductions are not in proportion to reduction in 
volume, and most of the expenditures remain fixed as long as operations con- 
tinue and the business remains solvent. On the other hand, an increase in 
volume is often possible only after increases in overhead expenses are under- 
taken which may be proportionately larger than the anticipated increase in 
sales. 

Effects an Pricing. The fact that most business firms have expenses that 
remain fixed or do not alter in direct proportion to the volume produced has 
important effects on pricing. Manufacturers have large investments in plant 
and equipment and a high-salaried personnel, and farmers have investments 
in land, buildings, equipment, and their own time spent on the farm. These 
expenses do not vary over the short run and frequently do not vary for long 
periods of time even with considerable variation in volume. The actual cost 
of such expenses must be borne by whatever volume is produced. If produc- 
tion approaches the optimum capacity these expenses can be spread thinly 
over a large volume and average fixed costs will be relatively small. If produc- 
tion is less, then average fixed costs arc increased. 

Effects on Output. When prices fall to a point that docs not cover average 
total costs, efforts arc likely to be made to curtail the variable costs— by im- 
proving methods, reducing waste, reducing wages— but when all possible 
economies of this type have been made a firm's fixed costs continue, and it 
may still be faced with losses. The firm that must pay hcav>^ fixed charges 
may find its losses will be reduced if it continues to produce and to sell— even 
at a loss — if the price will cover its variable costs and still leave something 
over to help meet a part of the fixed costs ^ It may even find that when prices 

® If this point needs clarifying, recall that even if the firm does not produce, its fixed 
costs will still continue. 'Hiereforc, anything it can get toward covering even a part of 
these fixed costs is better than nothing, llius to produce at a price which covers not only 
variable costs, but also part of fixed costs will mean a smaller loss than not to produce 
at all. ^ 
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are low it can reduce its fixed costs per unit by increasing the volume produced. 
Variable expenses per unit will not begin to increase until optimum capacity 
is reached, but fixed expenses per unit will decline as the volume produced 
increases. This will result in increased profits or a reduction in losses. 

A farmer faced with falling prices for his major cash crops, for example, 
may increase his acreage of the cash crops and thus increase his cash income 
at prevailing prices. Such a policy may be unwise in the long nin— his soil may 
deteriorate, and, as other farmers may follow the same policy, total produc- 
tion will be increased and prices fall to a still lower level. But faced with the 
need to pay interest on the mortgage, make the instalment payments on his 
tractor, and the natural desire to keep his income as high as possible, he is 
prone to increase his production. Even when a given firm becomes bankrupt, 
or is sold at a loss, its production is not necessarily withdrawn from the market. 
It is more likely to continue to operate, and with its fixed charges now reduced 
it may become a low-cost producer and so undermine the business of formerly 
successful firms that have been able to operate profitably. 

When prices are high, a firm operating with heavy fixed charges will hesi- 
tate to increase its capacity in order to take advantage of the higher prices, 
unless it is reasonably sure that they will continue to prevail until new equip- 
ment or a new plant can be placed in operation and long enough thereafter 
to regain the investment.* Since fixed charges prevail in some degree in all 
modern production this is a universal consideration, but one of varying im- 
portance. 

Price Expectations and the Level of Production. The existence of overhead 
charges is not the only element retarding the influence of prices on production. 
If price declines are expected to be temporary a firm selling branded products 
may reduce prices and sell at a loss, in order to keep its products before the 
public and so to retain the good will it has developed. Finns with or without 
brands may continue to operate under such conditions in order to keep their 
organization together. Even if price reductions arc expected to be permanent, 
firms may continue to sell at a loss for a time in order to hold their markets 
until improved methods of production enable them to reduce costs, or until 
improvements in their products or in methods of selling enable them to sell 
for higher prices. In many such cases, however, and particularly in the case 
of differentiated products, the most important effect of a declining market is 
to reduce the volume that can be sold at the existing price. This is the case 

*'rhis is not a complete analysis of this point, of course. Certain ovahead charges, 
for example, which can be increased or decreased if large changes in volulie make such 
changes desirable, must be considered with fixed charges at any given time; and obviously, 
if a given increase in volume is expected to be permanent, the recovery of expenditures 
for fixed investment becomes of minor importance or may be ignored entirely. 
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because some firms will prefer to sell at the old price until improved produc- 
tion methods enable them to reduce prices, or until improved products or 
improved marketing methods enable them to increase the volume sold at 
the old price. As has been pointed out, for such manufacturers, as well as for 
wholesalers and particularly for retailers, competition is manifested in many 
ways, not only in price but in nonpricc aspects as well: for example, improved 
quality or service, attractive packages, modern store buildings, effective selling 
and advertising, and convenient terms of payment. 

Perishable products fall into a different category. They cannot be held 
off the market for long. Owners of an existing supply have no alternative 
other than to sell at the prevailing prices or, if cooperative effort on a large 
enough scale is possible, to keep some part of the supply off the market and 
thus bring an increase in the price of the volume that is marketed.^® 

This has sometimes been done by producers of fami products working 
cooperatively or under governmental control and assistance. Much the same 
result was accomplished before World War II by the federal Surplus Com- 
modity Corporation, which purchased ''surplus'' supplies to market through 
other than Inc usual commercial methods. The curtailment of production of 
certain fann products through the activities of the federal Agricultural Ad- 
justment Administration and related agencies has carried back to the field 
of production these efforts to reduce the volume offered for sale. 


Customary and Convenient Prices 

Variation in prices by sellers to meet changing conditions is frequently 
limited by custom and convenience. Dealers become used to charging certain 
prices, and consumers become used to paying them, and whether expenses go 
up or down, often within wide limits, prices remain the same. Mere inertia 
is a strong factor in pricing. This is especially true ot retail prices, which by 
no means conform to the many and frequent changes in wholesale prices. A 
grocer may sell a pound of coffee for 79 cents for months, whereas the actual 
price he, or his wholesaler, pays may vary nearly every week; but ver\' often 
only a considerable change in the wholesale price, which appears to be rela- 
tively permanent, will induce him to change the retail price. The 5 cent price 
was so firmly established for many candy bars and soft drinks, that in spite of 

The effect of such efforts on the total inc^^ne of a given producer is seldom clear, 
for the increased price for the siiialler volume may not amount to as much as would 
the sale of the entire output (already produced, usually, in the case of fann products) at 
a lower price. A particular producer, for example, may have only a small proportion of 
his entire crop falling into the classes to be marketed. If the product to be held off the 
market is still in the fields, however, the cost of har\’esting and marketing the part with- 
held is saved. 
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almost continuously rising costs from the middle thirties into the postwar 
period sellers tried almost every expedient to avoid increasing the price. Such 
prices make marketing much simpler to both seller and consumer, reduce price 
bargaining in small purchases, and eliminate bargain hunting for the products 
and services of ordinary consumption. Customary prices are convenient to 
the dealer and to his customers. 

Government Control of Prices 

The powers of government are also used to influence prices. Monopolies 
of goods or services of peculiar importance to the welfare of the general public 
are sometimes owned by the government; and they are usually at least subject 
to public control of rates and services. The operation of public utilities, for 
example, is naturally monopolistic, because of the inconvenience to the public 
of competition (for example, two or more separate telephone systems in the 
same area) and because it involves the economies of large-scale production, 
including the elimination of the wastes of duplicate competing plants. Public 
utilities are usually controlled to protect consumers against exorbitant prices, 
and to assure extensions of the service to parts of the community where it is 
socially desirable to have the ser\'ice, but where a private firm might not find 
profit in extending it, and so where it would not be carried if no control were 
exercised. 

In the great majority of industries government ownership or control is 
considered undesirable. For these industries antitrust laws have been devised 
to protect consumers as well as. small competing firms against the abuse of 
monopolistic powers when they are exercised by large firms or combinations 
of firms. 

It has been rather common to think of governmental effort in relation to 
prices as one of regulation, w'ith a view to protecting the consumer against 
unreasonably high prices. But governments, perhaps with increasing frequency, 
often attempt to influence prices with a view to raising them, or at least with 
a view to protecting the interests of someone other than the consumer. Pro- 
tective tariffs, for example, commonly result in higher prices, and recent 
efforts to curtail the production of certain farm products, the purchase of 
‘‘surplus” commodities, and loans at support levels by governmental agencies 
have the increase of prices to growers as their primary objective. Ai|d of course 
many other governmental activities affect prices directly or indirectly. Taxes 
obviously affect prices; control of railway and trucking rates intended to 
prevent cut-throat competition, rebates, and similar practices certainly result 
in increased rates, at least in the short run. And, such laws as the Robinson- 
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Patman Act, the state “fair trade” acts, and state “loss-limitation” acts, all 
have a definite tendency to raise some prices at some points, and many believe 
that they have a general price-raising tendency 
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PRICE POLICIES 


The prices set in the market are the central phenomena of a free market 
economy. Their basic role is the guidance of economic life. In a price-directed 
economy the prices which consumers arc willing to pay for various goods and 
services and the amounts which they will take off the market at those prices 
are the ultimate determinants of how the available economic resources— land, 
labor, and capital— will be distributed among the various possible uses. 

Thus prices perform a service of the highest importance to the proper 
functioning of the economy. They are also of highest importance in the 
success or failure of the individual firm. In the preceding chapter the influence 
of differences in market conditions on the pricing process was summarized. It 
was pointed out that, aside from cases of pure competition, businessmen 
frequently are able to exercise a considerable range of choice in deciding 
what steps should be taken to meet their particular market situation. This 
circumstance requires businessmen to formulate some type of policy w^ith 
which to determine the “best"' price in their situation. 

It is important to realize that pricing is a major aspect of the over all 
marketing policy of any firm. Oxenfeldt has pointed out that “Price is far 
more than a rationing device that determines which potential customers will 
be able to afford to make a purchase. Generally it is one of the most important 
actions in creating an impression of the firm among potential customers.'' ^ 
The over-all aim of the pricing policy of any manufacturer or middleman is 
essentially the same as the over-all aim of the firm, namely, to aid in maximiz- 
ing total profit over time.^ Depending upon the kind of product and the 
market circumstances, many factors may have an influence on the 'price finally 
determined. t 

^Alfred R. Oxenfeldt, ''Multi-Stage Approach to Pricing,” Harvard BuiLiness Review, 
July-August 1960, p. 13l 

2 Much pricing theory assumes that the goal is short-run maximization of profit. The 
more choices of price which a firm has the less acceptable this assumption becomes as 
an approximation of reality. 
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For example, there is the question of whether the price set is consistent 
with the kind of market in which the firm is best suited to sell. A retailer may 
already be well established with a particular clientele, perhaps people who 
are highly price conscious and who are satisfied with only moderate quality. 
He will wish to keep his prices and the type of products he sells in line with 
the expectations of his regular customers, and ordinarily not introduce high- 
priced “exclusive” lines. A manufacturer of lines of high quality must recog- 
nize the possibility that, if he introduces a low-price line of lower quality, he 
may obtain high sales and profits in the short run by drawing on the reputa- 
tion of his high quality product, but that in the long run he may drive away 
the customers who were his original strength and perhaps lower his long-ran 
profits. 

Again, a middleman’s pricing decisions must be taken in conjunction with 
the over-all decisions of how much to spend for advertising, how much for 
salesmen, how wide an assortment of similar products and how heavy an 
inventory to carry, and how frequently to vary the price to meet market condi- 
tions, for special sales, or similar purposes. A manufacturer may be con- 
cerned in addition with such questions as the relation of his price to dealer 
loyalty and the type of distribution system he is using or planning to use, 
whether he must expect to change his product periodically, the effect of his 
pricing policy on his rate of sales and through this on his costs, the reactions 
of his rivals to the price lie sets, whether he should use “fair trade” pricing, 
and similar considerations. 

Thus it ns vital tliat a firm’s pricing policies be established in a manner 
consistent with its over-all method of operation and objectives. Pricing has 
a major impact on the effectiveness of the firm’s advertising and selling 
policies, and on its cost and production or sales capabilities. 'The pricing 
policies should therefore be established within a framework of rules which 
assure that account is taken of their effect on the other aspects of the firm’s 
marketing program. 


BASIC PRICING PROCEDURES 

While there is almost an infinite variety of market conditions and ways 
of meeting them, it is possible to reduce these into certain major classifica- 
tions to show how businessmen marketing under different circumstances meet 
the problem of how to determine their prices. In some of these classifications 
the private interests and judgment of the price setter largely determine how 
prices are established. These situations are discussed in this chapter. In i 
number of circumstances, and with respect to a number of possible pricing 



566 Principles of Marketing 

methods which government feels may dffect the public interest, however, 
governmental regulation and influence are important to the decisions of the 
price setter. These cases are considered in Chapter 28 . 

Price Estimating 

Where there are no general market prices, the seller frequently attempts 
to estimate the price which will bring him the best returns. It may be that 
any one of a dozen different prices will sell enough of the product to result 
in a satisfactory margin of profit, but it is seldom possible to tell in advance 
which one of these will prove to be the most profitable. In an effort to find 
the best price he may compare the product with similar goods which he 
already sells, or with the prices charged by competitors. He will consider such 
factors as the following: Is the general price trend up or down? Is the pre- 
vailing mood of buyers inclined toward spending or toward saving? If it is a 
style or seasonal good, is the peak period approaching or already past? Is close 
competitive pricing necessary for this particular product? A retailer may rely 
upon the adviee of his supply houses, or upon the judgment of competent 
salespeople and department managers. Sometimes the manufacturers of a 
new produet will experiment by trying out different prices in unconnected 
but similar markets to see which price seems to work the best. 

The best price can seldom be determined accurately at the time a par- 
ticular price must be determined and obviously a considerable degree of 
trial and error is involved. The priee which the vendor sets on his products 
is in the nature of a trial price. With the development of the one-price 
policy in retail sales, with a comsidcrable volume of wholesale business con- 
ducted on a one-price basis, and with many manufacturers attempting to 
set or suggest the resale price of their product, this estimate (or guess) has 
assumed large significance, since price cannot be easily modified to meet the 
conditions which develop in individual transactions. Morccyvcr, once eon- 
sumers get used to a particular price or range of prices it is difficult to make 
changes. 


Customary Markup or Cost-Plus 

Frequently the number.,of prices to be set by a firm will be so large as to 
make individual price estimating impractical. For example a retail store, or 
a wholesaler, may have hundreds or thousands of different items tor sale. 
Similarly, manufacturing firms, such as large chemical, steel, or automobile 
companies, may have thousands and thousands of prices to set when account 
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is taken of all the quality and quantity variation demanded by customers for 
basic products, or the number of parts which must be stocked to take care 
of the maintenance of complex machinery. Under these conditions some 
form of customary markup pricing, or cost-plus pricing as it is commonly 
called in manufacturing, may be most practical, at least in setting an initial 
price. Or, sellers may have some idea of a ‘"fair” markup which they feel 
should be added to cost, believing it unfair to the buyer to add more and 
unfair to themselves to add less. 

Markup Pricing by Middlemen. Whatever the reason, markup pricing is 
very common. A certain markup above cost is added according to the type 
of good to which the product belongs.® This may be a definite sum, but it 
is more frequently a percentage of the cost price. It normally includes the 
estimated expense of selling that particular good or class of goods plus such 
profit as the vendor expects to receive. Sometimes these normal markups arc 
accepted throughout a particular trade, or they may apply to a store as a 
whole, to particular departments, to particular lines, or to individual com- 
modities. 

It must be recognized, however, that a price set in this way is always 
tentative— to be raised or lowered as market conditions may dictate. If there 
seems to be a very great demand, the price may be increased, or it may be 
retained in order to sell a larger volume. If demand falls off, the price may 
be reduced in order to stimulate further demand. Sellers do not, however, 
always reduce prices when demand for a particular article declines. They may 
increase their sales efforts, or they may simply accept the small demand and 
make no effort to increase it. In the latter case they will thereafter reduce 
the volume of their output or purchases to correspond to sales, or refuse to 
buy additional stocks. For retailers these questions are sometimes very difficult. 
In the merchandising of staple lines, purchases are easily adjusted to sales in 
this way. Stocks can be held and slowly sold at the price marked. But with 
fashion goods and perishables, or with staples which are a considerable part 
of a merchant's line, this is not a wise policy. Fashion goods arc usually 
bought in advance of the season, and if they do not move at the desired price 
something drastic must be done at once. Unlike staple lines, they cannot be 
held over; for as time passes they come to correspond less and less to the 
demands of the market, and so the longer they arc held, the greater the 
ultimate loss that must be taken. If a greater demand cannot be created 
by sales effort, lower prices must be set. Goods which are physically perishable 

» It may be noted that, when middlemen use a customary markup, in effect the price 
has been set by the manufacturer. 
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present much the same problem. The practice of drastic markdowns of prices 
for tomatoes, peaches, or strawberries as they approach spoilage is a result of 
this situation, as are some of the “drives” put on by retailers in cooperation 
with farmers’ associations to sell perishable farm products temporarily in 
large supply. 

Cost-Plus Pricing by Manufacturers. Cost-plus pricing by manufacturers 
is similar in procedure to markup pricing. Short-run variations in sales and 
costs are ignored and a manufacturer’s calculations are based on what he 
expects will be his average rate of operation over a period of years, a rate 
which might be 70 or 80 per cent of capacity and is commonly called the 
“standard volume.” Standard costs per unit for each product based on this 
volume, with overhead costs allocated according to some arbitrary system, 
are then calculated. Finally a margin to achieve the firm’s goals is added. In 
regular cost-plus pricing this is some standard margin which the firm thinks, 
or has found from experience, will usually achieve satisfactory results. Fre- 
quently, particularly among larger firms, however, the markup for particular 
products will be based on a firm’s predetermined profit goal, or target rate 
of return on investment. Other goals may be the stabilization of price and 
margin, achievement of a specific market share, or the meeting or sometimes 
the preventing of competition.* 

Target return pricing is particularly appropriate for new products. They 
are less likely to have close substitutes than old products so that there is 
greater leeway in pricing. They can be priced in whatever way appears most 
likely to result in the largest profit over time, or at least over the time during 
which the introducer expects io have relative freedom from competitive 
products. Thus he may attempt to obtain high margins while demand is rela- 
tively inelastic. Or he may deliberately sacrifice this possibility in favor of 
penetrating a large potential market available at lower prices. Griffin, in con- 
sidering price dynamics of this type, gives an example from the chemical 
industry. 

A new synthetic fiber, for example, may be so costly and high priced that it 
is used only for surgical and other very limited purposes. By dropping the price 
in anticipation of reduced costs, the hosiery and fine apparel markets may be 
reached; still further down the price scale, the rug, carpet, and indus^ial markets 
may be tapped.® 

* Robert F. Lanzillotti, “Pricing Objectives in Large Companies,” Ameri^on Economic 
Review, December 1958, pp. 922-3. Among ten large manufacturers whose |oals included 
primarily a target rate of return, "The average of the targets mentioned wa| 14 per cent 
(after taxes); only one was below 10 per cent; and the highest was 20 per dent." 

® Clare E. Griffin, “When Is Price Reduction Profitable?” Harvard Business Review, 
September-October 1960, p. 129. 
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In the absence of monopoly, however, it is evident that the prices reached 
by cost-plus procedures must constantly be re«camined in the light of com- 
petitive conditions. A lower price for a competitor’s product may bring such 
sales losses to a firm that some protective reaction is necessary. This may 
take the form of lower prices, an effort to reduce costs, or in the case of 
differentiated products an increase in selling effort of some kind. If nothing 
else suffices, and it appears impossible to obtain a satisfactory rate of return, 
the manufacturer may simply drop the product. On the other hand, the cost- 
plus price may be lower than that of competitive products. In this case the 
price may be raised to get it in line, or a decision made to take advantage 
of the low price to pursue an aggressive market penetration policy. 


Customary and Convenient Prices 

Another procedure alternative to price estimating which applies to many 
types of products is the use of customary or convenient prices. Such pricing 
is common in the sale of many goods at retail. Prices can be named and 
change made more conveniently in “even money’’— 5 cents, 10 cents, 25 
cents; * or odd prices— 19 cents, 39 cents, 69 cents- such as those used with 
cotton yard goods, may be customary. Again, when a price has prevailed for 
some time, both seller and buyer come to take it for granted, as is illustrated 
by the experience of the manufacturers and distributors of the “nickel” 
candy bar both during the depression of the thirties and the inflation after 
World War II. With such goods even large variations in the wholesale 
price may cause no change in the retail price. Furthermore, if the wholesale 
price increases to a point that nets no profit to the retailer he may even 
solve the problem by discontinuing the product, or at least not featuring it, 
rather than by raising the price. 

Similar to this is the policy of some retail stores, particularly department 
stores and chain stores, of determining the prices at which some of their 
lines are to be sold, and then purchasing goods at prices which make it possible 
to resell with profit at these predetermined prices. Or sometimes stores follow 
the policy of pricing the whole stock of the store at one or a limited number 
of prices, as in the case of clothing or shoe stores selling only “economy” 
lines. If the prices that must be paid rise to such an extent that these goods 
can no longer be sold at the desired retail price, the retailer will often have 
the design changed, or have a lower quality of materials used, rather than 
raise the retail price. Conversely lower buying prices may cause him to adopt 

*The increasing importance of the sales tax has reduced the usefulness^ of “even 
money” pricing. 
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improved designs and use better materials. Only drastic changes in buying 
prices will result in changes in such price lines. An example of such a forced 
change of price lines is the experience of the variety chains. Under the pressure 
of rising costs they gradually abandoned first the 10-ccnt and later the 25- 
cent price limit and now generally have no strict price limits. 

Fixed price lines are not quite so common in wholesaling, although they 
frequently occur where the wholesaler supplies goods which are sold to the 
final consumer at fixed price lines, or with certain limited-line wholesalers. 
However, even where the retail lines are rigid, the wholesale prices of the 
products may and often do vary somewhat without breaking up the stability 
of the retail price lines. 

The price and output policies of manufacturers frequently must conform 
to the existence of more or less definite price lines at which the purchaser 
expects to resell such products. Under these conditions the problem is to 
determine in what price lines to compete and how much quality must be 
offered in order to sell an adequate volume. Such price ranges are found in 
the market for many consumer durable goods such as mechanical refrigerators, 
vacuum cleaners, radio and television sets, and automobiles. In the latter 
industry, for example, fairly definite price ranges for passenger cars have pre- 
vailed for a number of years, shifting up and down with trends in costs. 
ITie manufacturers must decide in what price ranges they will compete and 
then decide the quality of product to offer in each. Prices of competing cars 
in each range are not identical, but they do commonly fall within the range. 

On the other hand, price lines are not necessarily rigid barriers to the 
movement of particular brands up or down. For example, in the middle fifties 
Buick, which traditionally had sold in the middle and upper bracket lines, for 
a time successfully invaded the lower-priced field.^ From the other direction, 
the traditional low-priced cars, Chevrolet, Ford, and Plymouth, by adding 
higher-priced models and loading them with optional equipment, traded up 
into the medium-priced lines so successfully as to squeeze severely the brands 
of cars which had traditionally dominated that market.** At the same time by 
continually upgrading their “low-priced"’ cars, American manufacturers left 
a vacuum at the lowest level of prices into which foreign cars moved very 
successfully. The introduction of the so-called “compact” cars represented 
an effort by American firms to recapture this part of the automobile market. 

In some other fields price lines which the manufacturer mu$t meet arc 
more precise, for example, in the wholesale and retail prices of certain cotton 

^ Walter Williams, '"A Theory of the Declining Buick,'" Current Economic Comment, 
November 19 ‘>9, pp. 43-50. 

*'‘The Edsel Dies, and Ford Regroups Survivors,” Business Week, November 28, 
1959, pp. 26-8. 
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yard goods, in wholesale prices for women’s dresses, and in retail prices for 
chewing gum and soft drinks. Sellers of women’s dresses do not compete 
primarily on a price basis, but on the basis of style, quality of materials, and 
workmanship. If estimates of the cost of a proposed model indicate that it 
falls between two price lines the producer seldom attempts to sell at an in- 
between price. He either tries to sell it at the next higher price, or if that 
seems impossible he improves the quality so that it will, or reduces the cost 
in order to sell at the lower price. Resale buyers of such products likewise take 
the price lines for granted. In deciding what products to purchase they look 
at the nature of the product offered in each line, at whether it has an estab- 
lished good will with consumers, and at its pulling power in the market. 


Suggested Prices 

Retailers, and to a lesser extent, wholesalers, may not attempt at all to 
detenninc by themselves the price of some of the goods they sell. Instead 
they may accept the suggestion of someone else as to the most appropriate 
price. In the .>aic of many branded and advertised products, the resale price 
for both wholesaler and retailer is suggested by the manufacturer. Thus the 
manufacturer may print a retail price on the article or its container; or 
through his list price, his advertising, or his salesmen, he may directly or in- 
directly suggest a suitable price to the wholesaler or retailer. Likewise retailers, 
especially small retailers, frequently take a wholesaler’s suggested price. In 
fact the price lists of wholesalers often show not only cost to the retailer but 
also a recommended retail price, based on standard retail markups. 

So long as the retailer, or wholesaler, abides by such suggestions he is, 
of course, unable to influence sales through any change in prices. Thus the 
manufacturer or wholesaler who sets the resale price has taken over the func- 
tion of retail price determination.® ITicre are advantages and disadvantages 
to the acceptance of suggested resale prices. General conditions affecting 
prices are likely to be better understood by the manufacturer or wholesaler 
since they are in a position to study the wider market influences. On the other 
hand, local conditions of demand will not always be known and may induce 
independent price setting by the individual wholesaler or retailer. 

Manufacturers also sometimes accept suggested prices. Their trade associa- 
tions often collect and publish price information, or prescribe standard cost 
accounting methods which they hope will lead their members to charge 
particular prices. 

» When manufacturers undertake to maintain resale prices under the fair ^tradc laws 
they go beyond mere suggestion and insist that prices shall be maintained. 
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Price Leadership 

Many firms determine some or all of their prices from the prices which 
competitors are charging. A single firm often takes the initiative and others 
follow— marking their prices at, above, or below the competing price, accord- 
ing to their general policy. The goods thus priced may be identical with 
those offered by the price leader, or there may be more or less product dif- 
ferentiation. The greater the differentiation the more such prices are likely 
to vary. Following a price leader may be a conscious process, or it may result 
indirectly from the follower’s endeavor to meet competing prices on a basis 
which experience has shown to be wise. 

For example, some retail firms sense fundamental market conditions more 
quickly than do their competitors and come to set the pace. It is fairly com- 
mon for middle class and cheaper department stores to follow rather closely 
the prices offered in the basement stores of the higher class department 
stores. On the other hand, sometimes the management of the cheaper store 
may be more sensitive and higher class stores will follow him. These price 
relationships are often kept in line through “shoppers,” who are sent out 
from stores to compare the prices and quality of merchandise offered in com- 
peting stores, and also as a result of the reactions of consumers who have 
been shopping in competing stores. 

Following of competitors’ prices may go so far as to constitute part of a 
publicized policy of a store or type of store. The classic case of “price follower- 
ship” in retailing is the R. H. Macy department store in New York which 
for many years has followed a publicly announced policy claiming that it 
prices “to save our customers at least 6 per cent for cash” compared with 
stores providing credit.^® To back up this policy Macy’s maintains a program 
of continuing shopping of competitive stores to check on their current prices.'^ 
The well-publicized policy of the discount houses of selling below list price, 
and at least by implication below the price of “regular” dealers, is a recent 
example of pricing in part according to competitors’ prices. 

Price leadership is also very common in manufacturing. Among price 
leaders at various times in important industries have been th^ American 
Brass Company, the American Smelting and Refining Company, and General 
Motors Company. The price leader is usually the largest fiim in tlie industry, 
or if there are two or more dominant concerns one may serve as leader as a 

^^’This gave rise to the famous counter-slogan of Gimbers department store that 
“Nobody, but nobody, undersells Gimbers.” 

There are a few explicit exceptions to the 6 per cent policy. 
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matter of custom, or more than one may lead in separate territories, or in 
turn. The smaller firms may follow because of fear of reprisal for price cutting, 
because of satisfactory profits under the leader's "'umbrella," or simply be- 
cause following his prices is convenient.^* 

It is not necessarily the case that the true price leader is the first to an- 
nounce a price change, but his decision will be the decisive one in determining 
whether the new price will hold. Two recent and somewhat different examples 
will illustrate the point. In June 1958, Alan Wood Steel Company announced 
an increase of $6.00 a ton effective in July. United States Steel did not fol- 
low and the increase had to be withdrawn. In July, Armco and Republic 
Steel companies announced price increases of $4.50 effective in August. 
U.S, Steel followed and this price increase held. Again in 1957 Ford was the 
first manufacturer to announce prices on its new models. Prices were raised an 
average of 2.9 per cent. Shortly thereafter Chevrolet's prices were announced 
at an average rise of 6.1 per cent. Ford withdrew its original prices and issued 
new prices further raised to bring them directly in line with the higher 
Chevrolet .pives.^" 


Price Understandings 

Another method of determining prices is to set them in consultation 
directly or indirectly with other firms. Collusion, of course, is illegal in inter- 
state commerce under the antitrust laws, and price understandings arc more 
often indirectly arrived at, although occasionally cases of direct understand- 
ings arc uncovered. 

Trade association activities sometimes result in direct or indirect price 
understandings. For example, through standardized cost accounting methods 
the association may be able to reduce price cutting by urging the use of aver- 
age costs including profits as the regular selling price. Occasionally associations 
have operated as so-called "open-price" associations by having members report 
their prices to the association and then disseminating this information to 
members. In such cases there is a tendency for members to get in line, even 
without any recognized price leader. Again many associations have fair trade 

12 Numerous examples of price leadership in different industries may be found in the 
two-volume work by S. N. Whitney, Antitrust Policies (New York: Twentieth Century 
Fund, 1958). An interesting account of price leadership in the steel industry is in Ad- 
ministered Prices — Steel, Report of the Committee on the Judiciary, Subcommittee on 
Antitrust and Monopoly (Washington, D.C.: U.S. Government Printing Office, 1958), 
Chap. 6. 

1® John M. Blair, ‘‘Administered Prices; A Phenomenon in Search of a*' Theory,” 
American Economic Review, Papers and Proceedings, May 1959, pp. 445-6. 
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practice charters or codes of ethical competitive conduct. These sometimes 
have classed price cutting as an unethical activity. 

Price understandings may also result from the use of patent pools and 
various systems of cross-licensing. By strengthening monopolistic controls 
they make it easier for firms to come to direct or indirect understandings 
about the level of prices. 

Price understandings are frequently found in the local pricing of staple 
products which are not branded, such as coal, sugar, and lumber. Since there 
is little variation in the quality of generally recognized grades of such products, 
it is evident that the consumer can shop for them and buy them in the 
store which charges the lowest price. If this leads to what merchants regard 
as ''excessive” competition they may consult with one another to determine 
a common price or normal markup. 


Negotiated Prices and the One-Price Policy 

Historically negotiated or vaiying prices have been the most common. 
This involves establishing the price to be paid each time a sale is made, 
with the final result depending upon bargaining, favoritism, or other similar 
factors. Before the passage of the Robinson-Patman Act this was very com- 
mon in manufacturing and wholesaling but is less frequently used now. It 
is perhaps most used at present in establishing the price for products made to 
fill a definite order based on definite specifications, such as buildings, special 
machines, or printing jobs. At the retail level negotiated prices have gradually 
given way to a one-price policy in this country, although in less economically 
advanced countries this is less true. The advantages of the onc-price policy 
in retailing are considerable: selling costs are reduced since salesmen do not 
spend time in price bargaining; by shifting the emphasis from price, salesmen 
can emphasize various nonprice aspects such as quality or service; good will 
is not lost through one buyer s finding that another paid a lower price for the 
same product. 

One important area of bargaining at the retail level remains in the case of 
those goods for which the value of the trade-in is an important part of the 
final terms of sale, as for example automobiles, washing machines, or television 
sets. Thus, in buying an automobile, variation in the trade-in amounts to 
varying the price of one car in competitive bidding with retailers selling other 
cars. Again the prices allowed on old cars which may be equally good often 
vary with the bargaining power of the customers of a given retailer and hence 
result in different prices for the same car. 
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DISCOUNTS AND OTHER CONCESSIONS 

The discussion to this point has centered largely about the establishment 
of a single price for a single type of product of a given quality. This has made 
the price-making problem seem much simpler than it really is for many 
vendors, and particularly for many manufacturers. The manufacturer of an 
automobile tire, for example, normally sells a given size and grade of tire to 
several different types of buyers. He may have to determine a different price 
for each class of buyer, as well as arrange different prices for each class under 
different conditions of sale. He may, for example, sell to automobile manu- 
facturers, to owners of fleets of trucks, to governmental agencies, to wholesale 
tire dealers, to retailers, to chain tire dealers, to oil companies for resale 
through their service stations, to mail order houses, and to department stores. 
He may also sell to consumers through his own retail tire stores as well as 
to his own employees at the plant. For each class of customer he may have 
two or more prices which vary with the volume purchased. Discounts may be 
allowed for vjsh, and other conditions may cause variations in the prices 
charged to some or all of his customers. 

Definite prices arc sometimes determined for each class of trade, but in 
most lines of business prices are varied by giving discounts or other concessions 
which are figured from a base price. Ibis base price is commonly called the 
'list price.^' Tlic precise meaning of the tenii "list price"' is rather indefinite 
and varies from industry to industry as well as from time to time. It may be 
a price printed in a catalog, or on other lists of the goods a vendor has for 
sale, from which trade and quantity discounts are deducted. For products 
designed for sale to final consumers through retail stores, the list price may 
be the price at which retailers arc expected to sell and at which they usually 
do sell. It may, however, be a price so high that few if any retailers attempt 
to use it, or it may be a price above which some retailers sell and below wdiich 
others sell. But whatever a list price may be or may mean for a given manu- 
facturer or whether he has what he calls a list price at all, discounts are 
made from some base price, and for convenience that price will be called the 
"list price." 

The retail prices at which goods are quoted arc usually the prices at any 
particular time which consumers must pay :.>r products to the one who quotes 
the prices. This is because the one-price policy prevails generally in retailing, 
and bargaining between final consumers and retailers is seldom found in 
the United States except for those products for which the trade-in value is 
important. But discounts from quoted or list prices arc the almost "universal 
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practice in the wholesale trade, particularly in the sale of manufactured 
products, whether sales are made to middlemen or to other types of buyers — 
such as manufacturers, governmental agencies, public utilities, or institutions. 
Bargaining over offered prices is also common in the wholesale trade. It is 
evident, therefore, that the prices quoted in catalogs, advertisements, and 
market reports are not necessarily the actual prices paid by individual buyers 
or classes of buyers. 

Many types of discounts are found, but most of them are modifications of 
a few basic types. Fundamentally the various types have in common the idea 
that the discounts represent, at least implicitly, an effort to take into account 
the variations in the cost of handling different products for different classes 
of buyers. However, the element of bargaining often involved in the various 
types of price concessions has frequently resulted in differences in price to 
different customers for the same product which were not related to cost dif- 
ferences, and which in effect represented price discrimination between cus- 
tomers. It is probably true that since the passage of the Robinson-Patman 
Act in 1936 the degree of price discrimination present in the various systems 
has materially lessened due to the prohibitions on price discrimination in 
the Act. The provisions of the Act and some indications of its effects on 
discounts will be considered in Chapter 28 after the various forms of dis- 
counts have been described. 


Trade Discounts 

Trade discounts are those discounts from list prices which are granted 
to a specific class of buyers, such as other manufacturers, wholesale middlemen, 
or retailers. Assume, for example, that a manufacturer believes that $1 repre- 
sents a fair retail price for one unit of his product. He will quote a price of 
$12 per dozen as the list price. But if he sells to regular wholesalers, he must 
make a price which will enable the wholesaler to sell to retailers at such a 
price that they, in turn, can sell to consumers for $1. To make this possible 
he grants trade discounts of, say 33^/'^ per cent and 15 per cent from the list 
price. This means that the wholesaler pays $12 less 33 % per cent ($4) less 
15 per cent of $8 ($1.20), or $6.80 for one dozen items. In selling to the 
retailer the wholesaler retains the 15 per cent discount as a margin to cover 
his expenses and profit, and quotes $12 less 33V^ per cent or $8 toi’the retailer. 
This leaves the retailer a margin of one third of his selling price )to cover his 
expenses and profit. < 

More than one trade discount may be given to a particular middleman. 
Thus, in the previous illustration, two discounts were given to the wholesaler. 
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More than two are common. In the illustration, the manufacturer could 
increase the number of discounts from his list price. He could, for example, 
quote large jobbers, wholesalers, or chain stores $12, less 33%, less 15, less 10, 
less 5. Such a scheme is known as a chain of discounts. This makes it easy for 
the seller to vary his offers from the same list price, since he can vary prices 
among buyers by varying the discounts given.'^ Moreover, price changes are 
facilitated, since, instead of changing all prices— which would be a difficult 
task where catalogs or price lists are issued— a discount is varied inversely 
to the change in prices. I’hus, if prices advance, discounts are lowered, and if 
they decline, discounts are increased. Tliese changes may be made by actual 
changes in a given discount or by adding to or subtracting from a chain of 
discounts. 

The example used above illustrates a very simple discount plan. Many 
manufacturers who sell consumer goods have a discount policy which results 
in different prices to small retailers, department stores, chain stores, and 
wholesalers. And they may offer quantity discounts, cash discounts, and various 
types of concessions which, in turn, may also vary with types of customers. 
In addition U the regularly established discounts, special deals are sometimes 
made with individual customers. Manufacturers of industrial goods, likewise, 
often group customers into a number of classes with different discounts for 
each class and utilize other forms of discounts. 


Quantity Discounts 

Quantity discounts are based directly upon the quantity purchased, either 
at one time or over a designated period. It is often difficult to distinguish 
between quantity discounts and trade discounts, for both types are frequently 
granted to one customer, and it is sometimes impossible to determine where 
one ends and the other begins. In the case of the trade discount cited above, 
for example, the manufacturer could add an extra discount to obtain a large 
order from a particular buyer, or to obtain orders from a particular class of 
buyers. He could also adopt a general policy of adding a discount for all 
purchases above a certain amount, or he could vary his quantity discounts for 
each class of customers. I’he discount allowed when a large quantity is pur- 
chased is commonly justified on the presumption that large orders can be 
sold or delivered more economically than small ones, or that large orders 
can be produced more cheaply. The amount of the discount, if this presump- 
tion is correct, should approximate the actual savings that result from the 

^^Each succeeding discount is figured from the amount left after the pre^ding dis- 
count is subtracted. 
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size of the order. In practice, there may be little conespondence between the 
two. In the first place, the amount of the saving may not be known; and if 
it is known, it serves only as a limit to the amount of the discount. In the 
second place, quantity discounts have sometimes been given to “get the 
business”; that is, they are a sales device, a part of the cost of selling, and 
may not be given simply because large orders can be more economically sold, 
delivered, or produced. 

Discounts based upon the quantity purchased over a period of time, some- 
times called cumulative quantity discounts, are also used. They serve as re- 
wards or inducements for the continued patronage of the buyer, rather than 
because any savings are effected which can be directly traced to the amount 
purchased.** Discounts given upon this basis are sometimes referred to as 
“patronage” discounts. Some firms base the discounts given in one year upon 
the quantity purchased during the previous year. Others grant rebates at the 
end of the year in proportion to the quantity bought during the previous 
twelve months. The latter are often called “defened” discounts, or rebates. 
Quantity discounts are not confined to wholesale trade. For example, food 
stores commonly sell bakery goods at a lower unit price when sold by the 
dozen. Canned foods may be 9 cents each or three for a quarter. Gas station 
discounts on gasoline sold to regular customers occur in some areas (and may 
be a prelude to a more general “price war”). 


Cash Discounts 

Cash discounts are deductions from the amount of a bill for payment 
in full within a specified time. The period stipulated is relatively short, com- 
monly ten days, although there are wide differences in different industries 
and between different commodities. Since cash discounts were discussed in 
connection with market finance in Chapter 22, no further reference will be 
made to them at this point. 

Promotional Discounts 

Promotional discounts are a reduction in price given to the buyer as a 
payment for some form of direct sales promotion helpful to the seller, ^fhus 
a manufacturer, or sometimes a wholesaler, will grant an allowance to a 
retailer for including in his newspaper advertising the product of the manu- 

‘^This inducement to continued buying may, of course, make continued sales easier 
to make and selling less expensive, although the actual amount of the saving is seldom 
related to the discount, if indeed it can be determined at all. 
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facturcr. Similar allowances may be made for including promotion of the 
product in television or radio advertising of the retailer or for giving the 
product special prominence in window or counter displays. Promotional 
discounts are also used to reimburse retailers for the costs involved in the 
use of demonstrators for the manufacturer's product or to induce the retailer's 
salesmen to put special selling effort behind the product. These latter devices 
are particularly likely to be used by a company introducing a new product. 

True promotional discounts are not intended as a price concession but 
instead are a direct payment for a service to the manufacturer or wholesaler. 
As such they should bear a direct relation to the cost or value of the service 
to the manufacturer. Sometimes, however, discounts have been granted to 
buyers which were called promotional discounts but for which in practice little 
or no promotional service was received. These amount to little more than 
a price concession and cannot properly be called promotional discounts. 
There may also l^e some discrimination involved in the granting of promo- 
tional discounts if they are not available on a proportional basis to all buyers. 


Secret or Confidential Discounts 

Secret or confidential discounts— also referred to as ''inside" discounts— 
are sometimes given to preferred customers in order to obtain or retain their 
patronage. Such discounts may be in the fonn of rebates granted under con- 
ditions similar to those described above in connection with quantity dis- 
counts, or they may be special concessions determined as a result of bar- 
gaining with individual customers. In this connection it may be pointed 
out that discounts may be cross-classified as to whether they arc published, 
secret, or the result of bargaining. In the case of the first, all customers of the 
firm, or all customers of a given class to whom the discounts apply, that is, 
all retailers, or all wholesalers, or all manufacturers, are familiar with the 
size of the discounts and the conditions under which they are given. The 
amount of a secret discount is known only to the two parties to the transac- 
tion; and the size of the bargaining discount depends upon the bargaining 
ability of the purchaser and the seller. It may or may not be secret.^® 

1** It is because of tlie existence of secret and bargaining discounts that the actual prices 
paid for many products of a given type are frequently below the prices publicly quoted 
in newspapers, journals, and in i)ricc figures whci ^'r found. This is particularly true in 
highly competitive lines and especially in times of depression. 'I’he wide extent of these 
variations from quotetl prices was first brought to the attention of the general public and 
of many interested parties through the chain store investigation conducted by the Federal 
Trade Commission in the early thirties, the hearings that preceded the passage of the 
Robinson-Patman Act, and more recently in the cases brought before the Federal Trade 
Commission under that Act. ^ 
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Other Concessioiis 

Prices and pricing are affected by other factors which do not change the 
quoted price as modified by different types of discounts. Concessions are 
frequently made which make a particular offer more valuable but which 
it may or may not be possible to evaluate in precise monetary terms. Pay- 
ments may or may not be required on the day they are due; the bill may be 
“postdated,” so that actual payment can be made a longer time after the 
receipt of the goods than seems to be indicated on the face of the bill; large 
firms sometimes “take” larger cash discounts than those nominally allowed; 
prices may be guaranteed against price decline; goods may be delivered 
without charge in certain areas, or to certain customers, or to all customers; 
repairs and adjustments may be made free of charge or at less than cost; 
there may be zone prices and basing point prices; free advertising materials 
may be supplied; local advertising of middlemen may be paid for; and “free 
deals” may be granted for purchases of a certain quantity. 

These discounts and concessions are seldom used in selling to the final 
consumer and in selling raw materials, but they are common in many fields 
of business, and particularly in the sale of manufactured commodities. Such 
concessions seem to be a natural outgrowth of competition for business and 
are modern examples of primitive “higgling” in the market. They add to the 
difficulty of pricing and to the difficulty of buying. Until recently they have 
been rather generally accepted as normal to business operations, but in recent 
years many of their manifestations have come more and more to be looked 
upon as unfair or unwise. 

GEOGRAPHICAL PRICING SYSTEMS 

The geographical location of sellers in relation to buyers can have a sig- 
nificant influence on pricing policies. For many products differences in the 
distance of buyers from a seller will result in significant difference in the 
transportation cost of delivering goods to buyers. Sellers must include in their 
pricing policies some way to handle these differences in transportation costs. 
There are five major ways in which this is done. 


F.O.B. Factory or Warehouse 

Perhaps the simplest method of handling differences in transportation 
costs to different buyers is, in effect, for the seller to do nothing about them. 
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When prices are quoted f.o.b. (free on board) factory it means that the seller 
agrees to deliver the goods to the transportation agency. From there on, the 
buyer must take responsibility for the goods including the payment of the 
transportation charges. This means that buyers will pay identical prices to 
the factory or wholesaler, but that the actual cost of the goods to different 
buyers will vary by the difference in transportation charges.” 

The difficulty which often arises for a seller under an f.o.b. system is 
that his market will tend to be limited by the area within which the freight 
charge to customers is less than the freight charge to the same customers 
from competing sellers. Thus if there are competing sellers in Chicago and 
Detroit and transportation charges are a significant item, the firm in Chicago 
will be unable to sell to a buyer in Detroit, assuming the f.o.b. prices are the 
same. 

The remaining four pricing policies are intended to meet this difficulty. 
While the details differ they all involve in one way or another the inclusion 
of delivery of the goods in the price quoted to the buyer. For this reason 
they arc generally designated as delivered pricing systems. 'Fhese systems, 
then, make it possible for sellers at different distances from buyers to quote 
similar prices at any given location. 


Freight Equalization 

One way to meet the difficulty is to equalize freight, i.e., to quote a price 
which is made up of the f.o.b. price plus the cost of delivery from the com- 
petitor closest to the prospective buyer. In this way the firm in Chicago, 
refened to above, will be able to compete with the Detroit firm since the 
price to the customer will be the Chicago f.o.b. price plus transportation 
charges from the Detroit competitor. Such a practice will mean that the 
realized return at the factor}' or warehouse will be less on distant than on 
nearby sales. Nevertheless, the practice will be profitable so long as capacity 
is available and the net after transportation costs exceeds variable costs. 

Freight Allowed 

Under this system of delivered pricing no separate item is included for 
transportation. Instead the seller quotes a piice which includes delivery at the 
customer’s location regardless of distance. This method of pricing is common 
for well-known branded consumer goods of small bulk and relatively high 

rr It is interesting to note that a cash-and-carry retailer is also in fact selling on an 
f.o.b. basis. ' 
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value, for example, candies, cigarettes, and soft drinks which may sell for the 
same price over the entire country. The Post Office Department uses the 
same system for pricing the delivery of several classes of mail — in fact the 
system is sometimes called “postage stamp pricing." 

This method of pricing has several advantages for many sellers. It permits 
advertising of a single price throughout an entire market area. The quoting 
of prices is simplified; yet the seller can reach customers located near com- 
petitors as well as those nearby. Resentment of more distant customers against 
the lower prices obtained by nearby customers under certain other pricing 
systems may also be eliminated. Moreover, since the amount of the delivery 
charge is small, the cost may be more than made up by the saving in trouble 
and accounting costs which results from selling to all buyers at an equalized 
price, other than charging for delivery separately. 

Zone Pricing 

Sellers of products for which the cost of transportation is high in relation 
to price may find a freight allowed system impracticable. Under these condi- 
tions a system of pricing which yields some of the advantages of a freight 
allowed procedure, but also takes account of variations in delivery costs is 
called “zone pricing.” This means that the marketing area for the product 
is divided into two or more geographic zones. Prices from zone to zone tend 
to vary according to transportation costs, but within each zone a uniform 
delivered price is charged. The system has been most common with industrial 
sellers of bulky goods such as many building products, food products, paper, 
and electrical machinery. It is sometimes used with consumer goods also, 
for example, the common footnote in the advertisements of nationally sold 
consumer durable goods, “Prices slightly higher on the West Coast.” 


Basing Point Pricing 

The last method of geographical pricing to be considered is the basing 
point system. This system has attracted the most attention and has had 
perhaps the most widespread effects of any of the geographical pricing pro- 
cedures. It will, therefore, be worthwhile to consider this priciqg practice at 
greater length. 

Characteristics of the System. The basing point system has appeared only 
in industries having rather definite characteristics. The most important of 
these are: the product is highly standardized, so that there is little reason 
to prefer one producer’s product over another; the product is bulky so that 
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transportation costs are relatively high; the market for the commodity is 
wide and the producers are widely scattered; the product is produced under 
conditions of heavy overhead cost, with price cutting likely when output is 
low; the number of producers is small. Some of the important industries in 
which the system has been used at various times illustrate these conditions. 
These include, for example, iron and steel and other metal products, cement, 
lumber, clay products, plate glass, bricks, stone, sugar, and flour. 

Under the basing point system, goods are sold by all firms at delivered 
prices calculated by adding to the price at the basing point the transportation 
costs from the basing point to the plare of delivery, regardless of where the 
goods were manufactured. For example, at one time the steel industry used 
Pittsburgh as the sole basing point in what was called the “Pittsburgh plus” 
system. Tliis meant that a steel consumer in Chicago buying from a steel 
company in the Chicago area, nevertheless paid a price which was the Pitts- 
burgh price for that product plus the cost of delivering the steel from Pitts- 
burgh to Chicago. It made no difference that the steel was produeed and 
delivered to him from the Chicago area. On the other hand, if the Chicago 
steel firm wished to sell to a customer near Pittsburgh, his price would still 
be the Pittsburgh price plus freight from Pittsburgh to the customer. In 
this case the Chicago mill would have to absorb the freight cost. Under such 
a system it is clear that the price at every geographical point is uniform to 
buyers, regardless of where the seller’s plant may be located. 

When more than one point is used as a basing point, the system is called 
a multiple basing point system. In this case each basing point governs the 
price in its own area. Inter-arca shipments may occur, but when a shipper 
goes outside his territory' he charges a price based upon the basing point for 
the other territory'. Thus prices still remain uniform at each geographical point. 

Appraisal of the System. Proponents of basing point pricing have used 
several arguments to show its desirability.’® Perhaps the major line of argu- 
ment favoring the system has been that in the absence of stable prices there 
would be great variations in price over the business cycle— very high during 
prosperous phases as demand pressed upon capacity, and ruinously low in 
depression because of price cutting which reached down toward variable costs 
as producers tried to meet at least a part of the heavy overhead costs. This 
in turn would mean a tendency toward bankruptcy and greater concentration 
in the industry with lower capacity and poorer service. In the absence of ex- 

For detailed discussions of the arguinciits for and against basing point pricing see 
Fritz Machliip, ’Ihe Busing Point System (Philadelphia: Blakiston, 1949), esp. Chap. 4; and 
Walter Adams (ed.). The Structure of American Industry, 3rd ed. (New York: Macmillan, 
1961), pp. 160-71. 
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perience, it is perhaps dfficult to know whether the results of competition 
would be so drastic, and in any case there are intermediate positions.^* 

It is also argued sometimes from the opposite point of view that identical 
pricing is evidence of the presence of competition, since with identical 
products different prices would be impossible. While different prices no 
doubt would be impossible in the short run, the lack of correspondence of 
industry conditions even approximating those of pure competition, the 
specific pricing formulas which produce the uniformity, and the lack of the 
results ordinarily expected from competition in terms of flexible prices and 
the survival of efficient producers, effectively dispose of the argument. 

Criticisms of the basing point method center in considerable part on the 
argument that competition is shifted from pricing to wasteful use of trans- 
portation facilities, multiplication of selling effort, and duplication of selling 
services. Waste of transportation facilities results in what is usually termed 
“cross-hauling.” Since customers can obtain no price advantage by pur- 
chasing from the nearest seller they may well purchase from a more distant 
seller. For example, under the old Pittsburgh plus system a steel consumer 
in Chicago might just as well buy in Pittsburgh as in Chicago, thus bringing 
about a waste of railroad transportation. 

Similarly, since sellers cannot gain sales by price cutting, competition for 
business must center in selling practices and the provision of services. While 
some of this may be of value to the buyer, there is likely to result much 
wasteful and duplicative effort. ■ 

Another important consequence of the system is that it brings about price 
discrimination among the customers of nonbasing point mills. Tliis may seem 
surprising at fitst glance since all customers at any geographical point pay 
the same price. Discrimination arises in the sense that the price to customers 
at different geographical locations is not based directly on cost. Producers 
with plants close to delivery points charge the customer for freight which the 
producers do not have to pay— so-called “phantom freight.” Producers with 
plants far from the delivery point may have to absorb freight charges— so- 
called “freight absorption.” Thus a nonbasing point seller will receive a dif- 
ferent “mill-net” on sales to customers at different points with the discrimina- 
tion being against the buyer whose purchases allow the larger mill-net. 

In one important respect the system may also make it tnore difficult 
for new firms to establish themselves in the industry. This is because any- 

^'See the discussion of the effects of antitrust policy on basing point pricing in 
Chap. 28. 1 

The term "cross-hauling" is sometimes confined to the case of identical goods pass- 
ing one another on the way to their destination, but it is evident that the wastefulness 
is broader than this. 
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where within the basing point territory the new firm is expected to charge 
the same price as the old established firms. Thus the new firm cannot estab- 
lish itself by means of a price appeal and must find other means for attracting 
customers. 

Finally, it has been held by many economists that the existence of a 
basing point system means a monopolistic arrangement among the firms 
involved, either through price agreements or else through tacit or explicit 
agreement to follow a price leader. This means both higher prices to customers 
and, usually, a more rigid price structure. 
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PRICE POLICIES AND 
GOVERNMENTAL INFLUENCES 


There are several areas of price policy into which the law has entered 
very directly. These include: discounts and other concessions and delivered 
price systems with the Clayton Act and the Robinson-Patman Act; resale 
price maintenance with the so-called state “fair trade” laws and the federal 
Millcr-Tydings Act and McGuire Act; and loss-leader selling with the state 
loss-limitation laws. These areas of price policy where legal aspects are espe- 
cially important will now be considered.’ 

LEGAL ASPECTS OF DISCOUNTS AND VARIATIONS 
IN DELIVERY TERMS 

Particularly since the passage of the Robinson-Patman Act in 1936 as an 
amendment to the Clayton Act, the price discrimination aspects of discount 
systems and delivered price systems have been called into question by the 
Federal Trade Commission, resulting in important changes in these priee 
policies. 

The Clayton Act 

The Clayton Anti-Trust Act of 1914 made it illegal, among other things, 
for a seller to discriminate in price between buyers of commodities when the 
effect was “to substantially lessen competition or tend to crcatle a monopoly 
in any line of commerce.” Exceptions were made when differences in price 
were based on differences in the grade, quality, or quantity sold, made only 
due allowances for differences in costs of selling or transportation, or were 

’ Other aspects of the state in relation to marketing are treated in Chaps. 29 and 30. 
586 
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made in good faith to meet competition in the same or different communi- 
ties. This made it legal to allow some quantity discounts and to vary prices 
to meet competition in good faith. While the Federal Trade Commission 
held that price differences were legal only when they could be justified by 
differences in cost of the types mentioned in the Act, the court ultimately 
held that price discrimination must injure sellers rather than buyers to be 
illegal.^ The difficulty of proving a lessening of competition or a tendency 
to create a monopoly to the satisfaction of the courts also made it impossible 
to prevent many instances of price discrimination. 

During the period just preceding the enactment of the Robinson-Patman 
Act there had been a growing sentiment in favor of the protection of small 
merchants against their larger competitors. It was commonly believed that 
independent retailers and wholesalers had lost business to the chains and 
other large retailers because the latter could buy at lower prices than the 
independents, and because certain services, such as advertising allowances, 
were granted more freely to them. It was quite generally believed that quantity 
purchases were used by large buyers as a lever to obtain price and advertising 
concessions that could not be justified by any saving in the cost of serv^ing 
them. The report of the Federal Trade Commission on its investigation of 
chain stores confirmed to a considerable degree this impression, showing that 
the price and advertising concessions enjoyed by the chains had been among 
the reasons for their lower prices. Tlie Commission also pointed out that 
it was difficult to prohibit what it considered to be unjustifiable discrimina- 
tion with the powers granted to it under the original Clayton Act.’* All of 
these were important reasons for the passage of the Robinson-Patman Act.^ 


The Robinson-Patman Act 

Effects on Discounts and Other Concessions. The Robinson-Patman Act, 
which is primarily an anicndincnt to Section 2 of the Clayton Anti-Trust 
Act, became law on June 19, 1936. The major objectives of the Act were: 

2 In Van Camp and Sons Co. v. American Can Company, 278 U.S. 245 (1929), the 
Supreme Court decided, however, th;it selling cans to one food packer at lower prices 
than those charged to others tended to create a monopoly in that industry. 

» See Federal Trade Commission. Final Report on the Chain-Store Investigation, Senate 
Document No. 4, 74th Cong., 1st Scss., 19^5, pp. 64-5. 

< Over half of the stales have laws designed to prohibit price differences in sales of 
articles of like grade and quality where these differences injure competition or promote 
monopoly, unless the differences can be justified by differences in quantity purchased, or 
the cost of manufacture, delivery, or selling, but with the right to meet competition and 
usually some other exceptions. For details of each state law see Manual of Commercial 
Laws, National Association of Credit Men, published annually. 
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1. To make price discrimination between purchasers of "commodities 
of like grade and quality” illegal when it injures competition, except where 
justified by cost differences or certain special market circumstances enumer- 
ated in the Act. 

2. To prevent the direct or indirect payment of brokerage fees to the 
purchaser. 

3. To prohibit the use of advertising allowances and similar payments 
for services rendered by the buyer, or the furnishing of services to customers 
unless such payments or services are available to other customers on “pro- 
portionally equal terms.” 

In implementing the Act, Congress also placed on the person charged 
with violating the Act the burden of proving that any price or service differen- 
tial is not illegal, and made not only the seller liable to the terms of the 
Act but also made it unlawful for the buyer knowingly to induce or receive 
an unlawful discrimination in price (except in the case of advertising allow- 
ances or services). 

While the Act is not very clearly written, the changes have strengthened 
the law.® Whereas discrimination under the original Clayton Act was declared 
illegal when the effect was "to substantially lessen competition or tend to 
create a monopoly in any line of commerce,” the Robinson-Patman Act re- 
vision adds to that phrase “or to injure, destroy, or prevent competition with 
any person who either grants or knowingly receives the benefit of such dis- 
crimination, or with the customers of either of them.” This implies that there 
are undesirable practices which injure competition as well as those which 
lessen it or tend toward monopoly. By relieving the Commission of the 
necessity of proving a substantial lessening of competition or a tendency to 
create monopoly in order to prevent undesirable practices, the scope of its 
activities has been considerably increased. And by adding “with the customers 
of either of them” the Act is extended beyond the injury of direct competitors. 
The inclusion of customers of those who grant or receive price discriminations 
within the scope of the Act is important, because a major object of the law 
is to prevent large buyers from receiving advantages not accorded to small 
buyers. 

Effect of the Prohibition on Price Discrimination. Perhaps the broadest 
effect on price policies has resulted from the prohibition of price discrimina- 
tion. With some exceptions, different prices to different easterners are legal 

‘ Indeed, Edwards has stressed “The haphazard way the bill was| developed.” Corwin 
D. Edwards, The Price Discrimination Law (Washin^on, D.C.: drookings Institution, 
19$9), p. 28. The most complete compendium of Robinson-Patman law and its effect is 
contained in this volume. 
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only when they represent ''due allowance for dilfferences in the cost of manu- 
facture, sale, or delivery resulting from the differing methods or quantities in 
which such commodities are to such purchasers sold or delivered.” This is of 
chief interest in the use of quantity discounts, and the proof must rest pri- 
marily on costs. Very large differences may be easy to show, but to prove dif- 
ferences in cost, particularly in selling costs, is often very difficult. Most busi- 
nessmen have no accurate information on the cost of selling individual items. 
Accounting methods for determining marketing costs are not highly de- 
veloped and pose very difficult problems to the cost accountant.® A large 
proportion of such costs are indirect and must be arbitrarily applied to indi- 
vidual products and individual transactions. Even if a businessman could 
prove differences in cost to his own satisfaction, he might not be able to prove 
them to the satisfaction of the Commission or of the courts. 

Exceptions stated in the Act include price discriminations made in response 
to changing conditions in the market, such as "actual or imminent deteriora- 
tion of perishable goods, obsolescence of seasonal goods, distress sales under 
court process, or sales in good faith in discontinuance of business in the goods 
concerned”, ana sales made "in good faith to meet an equally low price of a 
competitor, or the services or facilities furnished by a competitor.”^ The 
seller may also select his own customers "in bona fide transactions and not in 
restraint of trade.” The effect of this last phrase is to make it possible to dis- 
continue selling or to refuse to sell certain classes of trade, such as consumers 
or small independent retailers, if the seller feels that the higher prices he must 
charge them or the discrimination in service he wishes to accord to other 
purchasers, cannot be justified before the Commission. The seller may also try 
to show that his operations are not subject to the Act because the discrimina- 
tion is really a difference in the price of different articles, that is, that they 
are not of "like grade and quality,” or because customers are not in competi- 
tion. Thus the basic situation at present with regard to quantity discounts is 
that discounts offered by a seller must be based on savings in cost, with certain 
specified exceptions the most important of which is that of a discount made 
in good faith to meet the price of a competitor. 

There is also one interesting exception to the rule that quantity discounts 
based on costs arc legal. The Act permits the Federal Trade Commission to 
establish maximum quantity limits for a seller beyond which no further 
quantity discounts may be granted if there .ue so few buyers in very large 

•A significant side result of the Robinson-Patman Act has been the stimulation of 
considerable interest in cost accounting for marketing. 

^A 1951 decision made “good faith meeting of competition” a complete defense 
against charges of price discrimination. Federal Trade Commission v. Standard Oil Com- 
pany (Indiana), 340 U.S. 231. 
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classifications that the discounts would be unjustly discriminatory or promo- 
tive of monopoly. The quantity limit rule has been used sparingly so far, 
and its application has not been completely clarified by the courts, but the 
rule may have significant implications in the future if more active use is made 
of it by the Federal Trade Commission in future proceedings.® 

Effect of the Prohibition on Payment of Brokerage Fees to Purchasers. 
The law definitely prohibits the payment or receipt of brokerage and similar 
payments, ''or any allowance or discount in lieu thereof/' except for services 
rendered in the sale or purchase of goods, and then only if the broker acts as 
a bona fide third party. Such payments cannot be made to "the other party in 
a transaction.” In other words a buyer may not be allowed any brokerage fee 
if he buys directly or if he controls the buying organization that performs the 
brokerage operation. Neither can such fees be paid to a supposedly independ- 
ent broker who represents buyers and rebates a part of his fee to them. Even 
though it may be shown that the seller s costs are reduced by an amount which 
justifies the payment, any such allowance or payment is illegal if brokerage 
costs must be paid by other buyers. This clearly tends to prevent quantity 
buyers from benefiting from any saving in costs to the seller which may re- 
sult from dealing directly with him. Tliere is no doubt that allowances for 
brokerage have been used to give unduly low prices which could not be 
justified by the sa\'ings in cost. But neither can their complete elimination be 
justified except as a device to prevent large buyers and final consumers from 
receiving the benefits of their operations. 

Effect of the Prohibition on Discrimination in Advertising Allowances 
and Services. Payment for advertising and other services furnished the vendor 
by a customer is. illegal under Section 2(d) of the Act, unless the payment is 
available on ‘'proportionally equal terms” to all customers competing in the 
distribution of such products.® This is to prevent the use of advertising or 
other "allowances’* as a blind for indirect price discrimination. Similarly under 
Section 2(e) it is illegal to furnish "services or facilities” to any customer on 
terms which arc not accorded to all customers on proportionately equal terms. 
This section was designed to prevent such practices as furnishing demonstrators 
and salesmen or special display cases to some customers and not to others. 

It is evident that it may often be difficult to give such services on propor- 
tionately equal terms. In many instances it is probably not worthwhile for the 

*1’he courts have not been too friendly to quantity limit rules. In' Federal Trade 
Commission, et al., v. B. F. Goodrich Company, ct al., 242 F (2cl) 31 (CA D.C. 1957) 
tlie court struck down one of the few such rules issued by the Connnissiod. 

® Under this la.st phrase it does not appear to be necessary' for the manufacturer to 
give proportionately equal terms to all customers, but only to those “cotnpeting.” 'Fhat 
is, a local sales promotion campaign could presumably be carried on through retailers 
without making it necessary to extend the privileges of that campaign to all other areas. 
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vendor to pay for services performed for small customers or to give any special 
forms of assistance to them. Moreover, it may be difficult to determine what 
are proportionately equal terms. For example, in the case of demonstrators, 
one commentator said that this means that if a sales girl is furnished to a 
large department store for three weeks, a corner drug store handling the 
same cosmetic line should have a midget for five minutes.^® Only a small 
number of orders have been issued by the Commission under these sections 
and the meaning of ^‘proportionally cquar’ is still relatively unclear. In general, 
the Commission seems to approve using the volume of the goods purchased 
from a seller as a basis on which to grant proportional allowances or services. 
It is also apparently permissible for the allowance to be given for advertising 
scr\aces from buyers not only when the services are identical— for example, 
proportionate expenditures on newspaper advertising— but when they are 
similar— for example handbills, if newspaper ad\'ertising is not feasible for 
some buyers. 

The most serious question concerning the advisability of these sections of 
the law concerns the validity of its basic assumption. It appears to assume 
that an advertising allow'ancc or the provision of a service to a buyer is simply 
another type of discount on the price of goods sold. No doubt this has often 
been the case. But, as Kdvvards has pointed out, '‘in some cases an advertising 
allowance is a payment made in good faith by somebody who wants to buy 
some advertising; and, in such a case, a statement that he can't buy the ad- 
vertising he wan^^s from the man who can supply it unless he is willing to 
buy advertising he doesn't want from all his other customers . . . interferes 
with the select i\'c purchase of sales effort." 

Conclusions on Effects on Discounts and Other Concessions. The Act 
has had significant results on discounts and other concessions although the 
final effects arc still not clear. In general, it can be said that the Act has had 
a definite influence toward placing price differentials on a cost basis rather than 
on a mere bargaining basis. This was, of course, a major objective of the law. 
Cumulative quantity discounts have been held to be illegal by the Commis- 
sion unless a saving can lx; shown on individual shipments which was not 
allowed in the original price. The Federal Trade Commission has been un- 
willing to consider the contention that such discounts promote trade and so 
reduce selling costs, although this has undoubtedly been a maior objective of 
many such devices. In fact, it believes manufacturers often deceive them- 
selves in this belief, pointing out that the indhidual orders from some large 
buyers arc often smaller than those of some buyers whose total purchases 

^0 Corwin D. Edwards, Problems in Price Discrimination, Washington State Univer- 
sity Lecture (dittoed), Pullman, Washington, March 1958, p. 8. 

Ibid. p. 8. 
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are far less. It has also held that prices granted to retail branches of corporate 
chains or to members of contract chains, which are based on the aggregate of 
sales rather than on the value of shipments to individual units, are not war- 
ranted when such prices are lower than those granted on sales to independent 
retail merchants. Trade discounts to wholesalers that are larger than those 
granted to retailers have not been considered illegal by the Commission, 
except on that part of a wholesaler’s sales which is made at retail. 

The effect on the current price policies of business has varied. Many busi- 
nessmen are more or less ignorant of the law and have ignored it. Many others, 
pressed by the desire to make sales, or fearful that their large customers will 
go elsewhere if they change their policies, have gone ahead with policies which 
may be illegal. Many small businessmen, in particular, believe the Commis- 
sion will attack the policies of large firms first and that it will, consequently, 
be a long time before their own cases are considered. 

Many other businessmen have studied their price, discount, and service 
structures. Minor differences between customers have generally been ignored 
and, so far at least, the Commission has also ignored them. Obvious price 
discriminations have been changed or eliminated by some sellers; some dis- 
criminations in service policies have also been changed to whatever may be 
considered to be proportionately equal terms. These changes have doubtless 
been made because of a desire to obey the law. But an additional incentive 
has been the desire to eliminate concessions to large buyers, and the law has 
often served as a good excuse for the withdrawal of such concessions. Small 
accounts have sometimes been eliminated when the manufacturer did not 
wish to give the same discoiults to small and large buyers. To avoid price 
discrimination in such cases it was simpler to eliminate small accounts rather 
than try to find a practicable way of including them. Advertising allowances 
have become fewer and smaller in size, with sellers more likely to check 
whether the buyers were performing the services for which the allowances were 
paid. 

The net effect on small merchants is difficult to determine. Although 
large buyers who have lost favorable concessions have tried to replace them 
in new ways that are legal, it is clear that the net effect has been a reduction 
in price and service concessions to large buyers. On the other hajid, it seems 
certain the small store owner has not received the advantages jn his com- 
petition with the large dealer that were expected when the law w^as passed. 
Along with his large competitor, the retail member of a contrai^t chain has 
been prevented from receiving certain price concessions.'* Moreover, it has 

Biddle Purchasing Co. v. Federal Trade Commission, 96 F (2d) 687 (1938) and 
FTC Docket No. 3783, 1943, Affirmed CCA-7, June 13, 1945. 
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become more evident that the advantages which large retailers possess over 
their smaller competitors are seldom confined to price and service concessions, 
as was so commonly assumed when the law was passed. To the extent that 
such large firms are more efficient economically than their small competitors 
the Act does not appear to hinder their progress. 

Effects of the Robinson-Patman Act on Basing Point Pricing. For many 
years the Federal Trade Commission has attempted to prevent the use of the 
basing point pricing system. The Commission's efforts met with little success 
until the passage of the Robinson-Patman Act encouraged the Commission 
to try to limit further the use of delivered price systems on the grounds of 
price discrimination. In a series of decisions beginning in 1945, the Supreme 
Court has accepted the contention of the Federal Trade Commission that 
uniform delivered prices arising under basing point pricing systems result in 
a net return to the seller which differs at different points because of phantom 
freight and freight absorption, and therefore is in effect a price discrimination 
between buyers at different geographical points.^* In 1948 the attack on bas- 
ing point pricing was further strengthened when the Supreme Court in the 
Cement Institute case upheld a broad interpretation of collusion under which 
concerted action without formal agreement is adequate to show unlawful 
conspiracy. Likewise, price discrimination was found in that the pricing 
system resulted in both phantom freight and freight absorption.^* 

These decisions have had a substantial effect on pricing in a number of 
industries. In the first few years after the corn products and cement cases 
many industries operating on a basing point system shifted to f.o.b. mill 
pricing with buyers paying the freight to the point of delivery. However, the 
Commission stated repeatedly that neither the law nor the orders in the 
basing point cases required f.o.b. mill pricing or prohibited freight absorption 
to meet competition. Moreover, as noted earlier, the Supreme Court in the 
Standard Oil Company (Indiana) case in 1951 declared that meeting competi- 
tion in good faith was a complete defense against charges of price discrimina- 
tion. Accordingly, for industries where transportation costs are large, the situa- 
tion now appears to have developed to one where most commonly prices are 
quoted f.o.b. mill, but with freight absorption to competitive points a wide- 
spread practice, and with buyers often permitted to take delivery at the mill 
if they wish.“ 

i»Coni Products Refining Company v. Federal Trade Commission, 324 U.S. 726 
(1945), and Federal Trade Commission v. A. E. Staley Manufacturing Company, 324 U.S. 
746 (1945). 

Federal Trade Commission v. Cement Institute, 68 S. Ct. 793 (1948). 

Corwin D. Edwards, The Price Discrimination Law (Washington, D.C.: Brookings 
Institution, 1959), pp. 390-400. See also Samuel M. Loescher, “Geographiepf Pricing 
Policies and the Law,” Journal of Business, July 1954, pp. 211-24. 
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RESALE PRICE MAINTENANCE 

Resale price maintenance is the marketing policy under which the manu- 
facturer or owner of a commodity, identified by brand, trade-mark, copyright, 
or patent, places restrictions on the price at which that commodity shall be 
sold by purchasers and subpurchasers/® It is a relatively modern practice, the 
desire to practice price maintenance having grown out of the development of 
various schemes for differentiating products by brand, trade-mark, or other 
means. Such identification, combined with the continuous production of a 
satisfactory product and effective marketing, has enabled some maiuifactiirers 
to build a widespread and relatively constant demand for their products. 


Reasons for Price Cutting by Retailers 

Success in the endeavor to differentiate a product created a new problem 
since many retailers soon saw in these well-known branded articles an op- 
portunity to make a strong appeal to consumers on a price basis. I’his has 
been done primarily by large-scale retailing organizations such as chain stores, 
mail order houses, and some department stores. By selling well-known articles 
at a lower price than was customary, they could themselves realize on the 
good will attaching to the manufacturer’s brand, and so attract trade to their 
stores.'^ 

lliis has been done in var)'ing degrees. Some stores used a few such articles 
as '"leaders,” either to give th^ impression that all their prices were low, or 
simply as a device to induce buyers to come to the store in the hope of selling 
them other goods at a more normal markup. 'I’hcy often have found it is par- 
ticularly advantageous to be able to cut prices on brands for which widcsjircad 
advertising by manufacturers has created a consumer demand, and on which 
price comparisons can readily be made by consumers. It has been one of their 
best means of gaining a reputation for selling at low prices. Other stores have 
followed a policy of selling all or a large proportion of products at prices lower 
than those charged by the majority of their competitors. 

I’hese large price-cutting organizations justify their low prices on the basis 
of the advantages they possess. Frequently their large size and financial 
strength enable them to take advantage of quantity ai:d cash disaoimts. Their 
operating costs may be low because of volume of business, curtailment of 

Resale price maintenance is frequently called *‘fair trading,” especially by its pro- 
ponents. 

In many states loss-limitation laws have set lower limits to price cutting. Sec the 
subsequent discussion in this chapter. 
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service, and other reasons. They argue that they and their customers can gain 
the advantage of their low expenses and curtailed services only when they 
can reduce prices and pass the savings on to the consumer. 


Reasons for Resale Price Maintenance by Manufacturers 

As a result, many manufacturers have found that, although the identifica- 
tion of their products has to some extent limited direct price competition with 
other manufacturers of similar products, the cut-price policies of some of 
the middlemen to whom they sell involves them in the price competition in 
which their dealers engage. 'I hosc dealers who cannot meet the low prices of 
their competitors, or do not wish to meet them, have frequently complained 
to the manufacturer and asked him to prevent price cutting in the sale of 
his product.^* 

Perhaps most small retailers, and many large organizations who appeal 
primarily on a nonprice basis, favor resale price maintenance. Briefly, they 
want manufacturers to maintain prices in order to avoid the cut-price com- 
petition of- other retailers, and many less efficient retailers hope that the 
maintained prices will be high enough to cover their own high costs of opera- 
tion, A reduction in the price of a well-known product may greatly increase 
sales in the price cutting stores. Competing retailers who will not, or cannot, 
or do not wish to reduce their prices fear that if they maintain the old price 
for the product they will lose trade to the price cutter, not only in this product 
but perhaps in others. If, on the other hand, retailers follow the lead of their 
cut-price competitors they may make little or no profit on those sales, or even 
sell at a loss, and in spite of their losses there may be little or no increase in 
their total trade in other goods, Mven their sales of the particular product 
involved may not increase if the low price becomes common, or else the fact 
the low prices pre\'ail for it may enhance its sales at the expense of other 
brands they prefer to sell. 

It follows that many retailers fa\nr price maintenance. Believing that 
price cutting is inimical to their interests, they bring prcs.'^urc to bear on the 
manufacturer by threatening to withdraw their trade from him and to push 
competing products if he docs not maintain prices, oi by merely trying to 
show him that it is to his interest to protect them; or they may bring pressure 
to bear indirectly, by losing interest in the Suic of his product. 

Wholesalers ha\c not taken so definite a part in the price maintenance 

For a tlioroiiKli discussion of resale price niaiiitcnance, sec Report of the Vederal 
Trade Commission on Resale Price Maintenance (Washington. D.C.: IT.S. Government 
Printing Office, 1945). See also K. I’. Grcther. Price Control Under Fair T^ade Legis- 
lation (New Y()rk: Oxford University Press, 1959). 
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controversy as have retailers. Many individual wholesalers are opposed to 
resale price maintenance because they themselves wish to retain the privilege 
of cutting prices. But the average wholesaler’s chief interest in the problem 
is determined by the effect of price cutting on his retail trade. With the con- 
stant growth of large-scale retailing establishments on the one hand, and the 
growth in direct selling by manufacturers on the other, wholesalers find that 
competition within the wholesale trade is growing more intense, and their 
business depends to an increasing extent on the small independent retailer. 
They tend, therefore, to favor price maintenance. 


Alternative Policies to Handle Price Cutting 

These opposing views place the manufacturer in a real dilemma as to the 
best price policy. In many cases the manufacturer must decide whether it is 
to his advantage to maintain prices and attempt to keep the smaller dealers 
satisfied, or to permit price cutting and thus foster the trade of the large price- 
cutting stores regardless of the attitude of his smaller customers. Three alterna- 
tive policies are usually available. If his difficulty seems to arise from the fact 
that unduly large price concessions have been made to the price-cutting mer- 
chants, the manufacturer may merely decide to eliminate these concessions 
but not resort to price maintenance. Or, whether he allows price concessions 
or not, he may attempt to maintain resale prices. Finally, he may decide to 
do nothing.** 

Since price cutters are frequently quantity buyers it is quite likely that 
the manufacturer has been alfowing price concessions to them. While these 
may be warranted by reduced costs of marketing or production, they encourage 
price cutting. If this is the case, he may attempt to restrain the practice either 
by raising his price to the price cutters or by lowering it to the others. If he 
raises the price he will offend the price cutters. If he lowers it to the others 
he will still offend the price cutters and at the same time reduce his average 
profit margin per unit of sales with no assurance that the small dealers will 
increase their sales enough to offset this reduction. In either case the sales 
of the former price cutters may decline if their price advantage is eliminated, 
while sales of the others may not increase. Nor will the elimiuttion of price 
differentials necessarily elftninate price cutting. In the first plade the various 
reasons for the cost advantages of large retailers remain, and ^ the second 
place they may be willing to sell the well-known branded product as a leader, 
even though they may realize no profit or even a loss. 

^*A fourth alternative is sometimes used. The manufacturer may use two brands, 
maintaining the price of one and permitting price cutting on the other. 
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Another alternative available to the manufacturer is to undertake to main- 
tain his resale price, either with or without price differentials to different 
customers. Successful price maintenance may help him to retain or increase 
the patronage of the small dealers who might be driven from the field by 
price cutting. These dealers may have been making no effective effort to sell 
his product or may have made definite attempts to sell substitutes rather than 
the manufacturer’s product in competition with the price cutters. If sales to 
smaller dealers increase by more than any loss of sales to his large customers 
and sales costs do not rise disproportionately, he may feel that resale price 
maintenance is advantageous to him. Moreover, a market composed of a 
large number of small dealers may be more certain than one composed of a 
few large dealers. Finally, he may not wish to have the public gain the im- 
pression that his product can be profitably sold at less than the regular price. 

On the other hand, price maintenance may have distinct disadvantages 
for the manufacturer. It will cause a maximum of dissatisfaction among his 
former price cutters. Their purchases are likely to decline, and they may even 
refuse to piwchase his product. This may be serious since in a number of 
fields large stores operating on a cut-price basis account for a large proportion 
of all retail sales. Moreover, it may be less expensive for the manufacturer to 
sell to a few large customers than to maintain a market composed of a large 
number of small stores. If sales to large buyers fall off, the manufacturer can 
maintain his former volume only by inacasing sales to small customers. But 
the smaller dealcis for whom the prices arc maintained may take his new 
policy for granted and make no special efforts to sell the product in large 
volume. If this happens he may find it necessary to increase his effort to sell 
them, and he may find it necessary' to increase his consumer advertising. 

Moreover, in the face of price maintenance, a few large organizations 
have increased their effort to push their own private brands in competition 
with the advertised brands on which retail prices are maintained. Tire large 
New York department store, R. H. Macy and Company, for example, sells 
a complete line of cosmetics under its own name, and some mail order houses 
make it a point to compare the prices charged for their own private brands 
with the maintained prices of similar well-known manufacturers' brands. 
But only the largest retailers can afford the expense involved in creating an 
important consumer good will for their own brands. More commonly the 
promotion of private brands rests on the simple expedient of selling them at 
low prices which offset the good will of the well-known, price-maintained 
product in the consumer’s eyes. Ability to do this undoubtedly varies widely 
among products and retailers, but it is often done with marked success. 
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A further difficulty which may deter the manufacturer in some cases is 
the difficulty of enforcing a policy of resale price maintenance. This must be 
done primarily by the manufacturer, since the legal theory is that the manu- 
facturer is preventing injury to the good name of his product by preventing 
resale at a price which might reflect upon the quality of the good, or which 
represented an attempt by the seller to arrogate to himself part of the good 
will attached to the brand name by cutting the price of the product. The 
enforcement problem, always difficult and expensive, has been further com- 
plicated by recent court actions. 


L^l Aspects of Resale Price Maintenance 

The legal framework for resale price maintenance has passed through 
several periods. Price maintenance was legal under the common law until 
1911, after which a series of Supreme Court decisions considerably limited 
the legal means for implementing a resale price maintenance policy. In that 
year the Supreme Court, in the Dr. Miles Medical Company case, held that 
an agreement between a manufacturer and his jobbers and retailers to main- 
tain prices was illegal under the Sherman Anti-Trust Act. In the Beech-l^ut 
Packing Company case the Court held that, while a simple refusal to sell 
w'as legal, a system whereby the distributor and his dealers use cooperative 
methods for reporting price cutters was illegal. In other decisions the Court 
also held that neither the copyright laws nor the patent laws legalized resale 
price maintenance.*® 

These cases left the possibilities of effective price maintenance programs 
severely circumscribed. The main possibilities were: a manufacturer could 
refuse to sell to price cutters, but he could not enter into a systematic en- 
forcement policy with his distributors; he could sell on consignment while 
retaining title to his goods, assuming that he had the financial resources for 
this and was willing to undergo the resulting deterioration in inventory con- 
trol; or he could market only through his own retail stores or salesmen. 

In an effort to make resale price maintenance policies easier, bills legalizing 
the practice were presented to the Congress from 1914 until the passage of 
the Miller-Tydings Act of 1937. At the same time efforts were made to legalize 
resale price maintenance in the states. The pre.ssurc behind these bills in the 
earlier years seems to have come largely from manufacturers. Then as whole- 

*®Dr. Miles Medical Co. v. Park & Sons Co., 220 U.S. 37? {\9ll);'l''ederal Trade 
Commission v. Beech-Nut Packing Co., 257 U.S. 441 (1922); Straus v. Victor Talking 
Machine Co.. 243 U.S. 490 (1917); and Bauer Cie. v. O'Donnell, 229 U.S. 1 (1913). 
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salers and small retailers in larger and larger numbers began to feel the com- 
petition of large retailers, and particularly that of the expanding chain store 
businesses, they l)egan to take on the burden of advocating these laws. Since 
1931, when the first successful state law was passed in California, 45 states 
have legalized resale price maintenance.** While these laws were held to be 
constitutional during the thirties, similar contracts in interstate commerce 
continued to be illegal. To meet this situation Congress was finally prevailed 
upon to pass the Miller-Tydings Act of 1937. This Act amended the Sherman 
Act of 1890 to permit manufacturers in interstate commerce to make con- 
tracts under the state resale price maintenance laws without violating the 
Sherman Act. 

Provisions of the State Acts. The state resale price maintenance acts 
typically provide that the producer or owner of a commodity that bears his 
brand, trade-mark, or trade name has the legal right to enter into contracts 
that stipulate the minimum or actual price at which it shall be sold at succes- 
sive stages in the trade channel. The key feature of all of these laws, except 
Virginia’s, is the so-called “nonsigner” clause. This clause provides that the 
signing of a contract with one retailer binds all other retailers to observe the 
stipulated price, and all wholesalers are likewise bound if there is a single 
wholesaler contract. It should be pointed out that the contracts made legal 
under these laws arc vertical contracts. Thev do not legalize horizontal con- 
tracts among producers, or among wholesalers, or among retailers. 

The McGuire Act. Many proponents of resale price maintenance regarded 
the Miller-1 ‘ydings Act as ending the earlier Supreme Court doctrine con- 
demning resale price maintenance contracts and arrangements under the 
Sherman Act, and a considerable increase in the use or this policy resulted. 
However, in 1951 some rapid changes in the legal status of resale price 
maintenance began. In the Schwegmann Brothers case the Supreme Court 
invalidated the nonsigner clause of the various Fair Trade Acts where inter- 
state commerce was involved or affected.** While all the implications of this 
decision were not clear, it was evident that a severe blow had been struck at 
resale price maintenance. 'ITic proponents of fair trade immediately organized 
a campaign to bring back the nonsigner clause in interstate commerce. This 
was accomplished with the passage of the McGuire Act of 1952. This Act 
states that “willfully and knowingly advertising, offering for sale, or selling 
any commodity at less than the price or puces prescribed in such contracts 
... is actionable at the suit of any person damaged thereby." 

*1 Many of these laws are inoperative today, as the discussion below indicates. 

Schwegmann Brothers v. Calvert Distillers Corporation, 341 U.S. 384 (1951). 
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Recent Legal and Economic Developments 

In spite of the passage of the McGuire Act, resale price maintenance has 
been on the defensive in the last decade or so. This has been partly a matter 
of economic developments and partly of legal developments, with changes 
being particularly rapid in the appliance industry. 

In the thirties many branded major appliances were placed under fair 
trade. Margins were set at substantial percentages with the idea that signifi- 
cant selling effort on the part of dealers needed to be recompensed. Under 
the conditions of expanded markets in the forties and fifties these margins 
often were unrealistically large. Efficient large volume dealers found it possible 
to cut prices substantially below listed levels and still make a profit. Under 
the impact of the discount houses, particularly, fair trade in major appliances 
rapidly disintegrated. 

This process was hastened for some commodities by the increasing satura- 
tion of markets so that more and more sales were to persons who already had 
a unit and wished replacement. Such people demanded an allowance for their 
old appliance. Fair trade prices became merely a starting place for bargaining 
and the listed prices became quite unrealistic. Under these conditions a num- 
ber of manufacturers have either dropped resale price agreements or reduced 
their enforcement efforts. 

Price maintenance for small or so-called “traffic'' appliances b^^ng on more 
persistently, and its decline has been more closely tied in with legal develop- 
ments than in the case of major appliances. Most important has been the 
trend of recent decisions of state courts on the constitutionality of state resale 
price maintenance laws. About two thirds of the states have had their laws 
tested in the appropriate state courts. In about half of the cases tlie courts 
have held the laws to be constitutional. Of major significance, however, is 
the fact that in recent years the trend has been strongly unfavorable to resale 
price maintenance. Most of these recent decisions have been based on the 
finding that the nonsigner clause violated the due-process clause of the state 
constitutions. 'Thus while at the high tide of these laws 4S states had opera- 
tive laws, today more than one third of them have become inoperative. 

Other developments have further eroded their effectiveness in the remain- 
ing fair trade states. One loophole of considerable significance ^ the ability 
of price cutters in non-fair trade jurisdictions to sell by mail in faii trade states 
without regard to resale price maintenance contracts. So long ^s the buyer 
takes title to the merchandise in the non-fair trade state the goods are con- 
sidered to be in interstate commerce and not subject to the state fair trade 
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laws.*® Again, problems of enforcement, always great, show signs of becom- 
ing more onerous for companies with fair trade policies. Thus injunctions 
against price cutters often will not be granted by the courts unless there is 
‘'a pattern of enforcement.” ** 

As a result of these increasing difficulties even some companies which 
have been most enthusiastic about fair trade, and most vigorous in attempting 
to enforce it, have dropped out of the ranks of fair traders. One authority, 
writing in 1959, summarized the situation as follows: “The paths of many 
manufacturers with regard to fair trade have been leading in the same direc- 
tion, but at different speeds. Westinghouse, Lionel, and Shaeffer abandoned 
fair trade over two years ago. Eastman Kodak, Revere, and Bell & Howell 
followed last year; and 1958 has seen some of fair trade's staunchest pro- 
ponents such as General Electric, Sunbeam, McGraw-Edison, and Revere 
abandon this form of price control.” 

Perhaps the most dramatic case of abandonment was that of the W. A. 
Shaeffer Pen Company. For years this company had vigorously enforced its 
program. In 1954 and 1955 the company cut 700 dealers off its authorized 
list, persuaded almost 400 others to sign resale price maintenance agreements, 
and obtained 81 injunctions against others who refused to abide by the list 
prices. Ihis program cost the company two million dollars and on an annual 
basis enforcement expenses were running about 4 per cent of sales. Yet in 
December of 1955 the finn announced it was no longer following a fair trade 
policy. A company spokesman explained that Shaeffer wanted to get its 
products into the outlets where a large portion of the public was doing its 
buying— in other words into the discount, catalog, and mail order houses.*® 

Perhaps the most important defection from a fair trade policy in the area 
of small appliances was that of General Electric. While the company had 
abandoned resale price maintenance for major appliances in 1954, as described 
above, it had continued a policy of vigorous enforcement for its small ap- 
pliances. In 1958, however, General Electric abandoned the program for these 
items also. In addition prices were cut and margins of dealers reduced. There 
is no doubt that the changes were a result of the growing importance of the 
discount houses. The action was significant not only in itself but because it 

2* General Electric Co. v. Masters Mail Order Company of Washington, D.C., 78 
S. Ct. 32 (1957). 

**See. for example, General Electric Co. v. Klein on the-Square, Inc., New York 
Supreme Court, Special Term, Part IV, 1953, and Ramo v. Excel Pharmacy, Inc., New 
York Supreme Court, May 1959. 

Stewart Munro Lee, ^‘Problems of Resale Price Maintenance,” Jounud of Marketing, 
January 1959, p, 275. 

pp. 278-9. A number of similar case histories are given in this ^rUcle, in- 
cluding some where companies have continued fair trade. 
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triggered the departure from fair trade of a number of other companies so 
that today resale price maintenance has few significant footholds in appliances 
or other hard goods. Its remaining strength is primarily in drugs, liquor, books, 
and similar products. Even for these the problems of enforcement of the 
kinds described above have made effective programs increasingly difficult. 


The Consumer and the Results of Resale Price Maintenance 

From the point of view of the public there seem to be three main results 
from resale price maintenance which argue against the policy. First, it facili- 
tates unifonn pricing among brands; second, it tends to center rivalry on non- 
price competition; and third, it probably raises the average price at which such 
goods are sold. While objective information is not available for the most 
part on these points, the logic of the situation seems to support them. 

At least as a legal matter, uniform pricing among brands is of course not 
a matter of agreement. During none of the periods of varying legal status 
have horizontal agreements between sellers at any level been pemiissiblc. 
However, no matter how much the manufacturer may desire to shift atten- 
tion toward nonprice competition, price is still an important consideration 
to the consumer for most products. Before setting the price to be maintained 
the manufacturer is likely to look at the price of those products which arc the 
closest substitutes for his own brand. The closer other products come to being 
substitutes for his own brand, the more important it is for him to establish 
prices which will not give his competitors any undue price advantage. 

To the extent that price c6mpctition is prevented, there is a tendency to 
turn to nonprice competition. Manufacturers will try to appeal on the basis 
of improved quality, special features, or increased advertising and selling out- 
lays. To the extent that maintained prices make it impossible for low-cost 
merchants to sell at the low prices their lower expenses warrant, they arc 
likely to spend the surplus in pushing other brands or in improving their 
service. The development of minimum-service, low-cost stores has been wel- 
comed as a means of affording lower prices to the large number of consumers 
who are willing to forego service. It seems unreasonable that dealers whose 
costs are low because of reduced service or greater efficiency should be denied 
the use of the price appeal, and that the consumer should not receive the 
price advantage which results. 

Whether these maintained prices result in a higher average pticc for these 
goods or not has been the subject of considerable controversy. ilt is argued 
that maintained prices tend to be high prices since the avowed purpose is to 
make possible a higher profit to manufacturer, wholesaler, and retailer and 
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to eliminate cut-price selling. In many cases they have been set high enough 
to give an adequate margin for the least efficient or smallest outlets. 

The counter arguments are vigorously stated by the proponents of resale 
price maintenance. It is said that with price maintenance the dealer is able 
to make a reasonable profit on all items, rather than having to make an 
exorbitant profit on less competitive items to make up for his losses on price- 
cut items. ITiere is also some indication that while the prices of these articles 
rise in former price-cutting establishments they tend to fall in other stores,*^ 
though whether these offset the increases of the price-cutting establishments 
seems doubtful, especially since the latter tend to be the volume outlets. 

Moreover, while the ow^ner of the brand has a monopoly of his product, 
in setting his price he must consider the strength of the consumer's desire 
for his product and the possibility of substitution. Thus maintained prices 
are not necessarily high prices; rather they tend to place all dealers on the 
same price basis, high or low as the case may be. 


Conclusions 

Hie significance of resale price maintenance is difficult to estimate. There 
is little objective evidence on the arguments for and against the practice as 
far as its effect on the public is concerned. Moreover, it is probably easy to 
overestimate its importance. Estimates of the proportion of the total volume 
of retail trade under price maintenance vary from as low as 5 per cent to a 
possible 15 per cent, but with most estimates nearer the lower figure. The 
majority of families spend the largest part of their income for food, housing, 
household operation, clothing, and automobiles,^® and m these fields resale 
price maintenance is used little or not at all. I'he lines in which the greatest 
amount of resale price maintenance continues to be found are drugs, cos- 
metics, toilet goods, books, stationery supplies, liquor, and cigars, and the 
majority of consumers spend but a small part of their income for such 
products. 


STATE LOSS-LIMITATION LAWS 

Loss-limitation laws affecting the price policies of businessmen are now 
in operation in some 30 states.*® ITicse laws arc designed to set a lower limit 

See E. T. Grcther, ‘T.xi^cricnce in California with Fair Trade Legislation Restrict- 
ing Price Cutting/’ California Imw Review, September 19^6, pp. 662-76; and Reinhold 
Wolff and Duncan Holtliaiiscn, "I’he Control of Retail Prices under Fair Trade Laws/’ 
Dun*s Review, July 1938, pp. 15 ff. 

“•'See 'Fables S-8 and v9 in Chap. 5. 

In several stales they have been declared unconstitutional. 
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below which goods may not legally be offered for sale.®® The chief object of 
these laws is to discourage price cutting, largely in the interest of the small 
independent retailer. They are particularly aimed at the elimination of '‘leader" 
or “loss-leader" selling of merchandise and selling below cost, as defined in 
the acts. These laws are often thought of as supplementing resale price 
maintenance laws by setting a lower limit to prices of unbranded merchandise 
as well as branded goods the prices of which are not maintained under price 
maintenance laws. The weaker the status of resale price maintenance becomes 
the more important the unfair practices acts become as a means of controlling 
price cutting. 

In general the loss-leader laws fall into two groups, depending upon how 
“cost" is defined. In one group, called the definite laws, cost is based on 
invoice or replacement cost, either alone or more commonly plus a fixed 
percentage markup with 2 per cent for wholesalers and 6 per cent for retailers 
being the almost universal figures. In a second somewhat smaller group of 
indefinite laws, it is invoice or replacement cost plus all or an enumerated 
part of the cost of doing business.®^ It is to be noticed that these laws are 
horizontal covering all commodities and that they are mandatory, rather 
than being vertical and permissive as with the resale price maintenance laws. 
They thus constitute a broader attack on price cutting and the use of loss 
leaders than do the resale price maintenance laws. 

Because of the way in w'hich “cost" is defined in these laws, it has gener- 
ally been assumed that they have little over all effect on prices and so there 
has been less objection to such acts by manufacturers, retailers, and economists 
than there has been to resale price maintenance laws. It is not clear that such 
relative indifference is justified, although sufficient objective evidence to 
establish their significance is lacking. 

Enforcement of the loss-limitation laws has been quite uneven, lliey do 
not establish an enforcement agency, but rely upon the attorneys general of 
the states or upon county attorneys for action against price cutters. These 
officers have often not had the resources or the interest to follow through 
vigorously. 

80 Laws legalizing the control of resale prices are commonly referred to fis ''fair trade" 
laws. Loss-limitation laws are frequently referred to as "unfair trade" l^iws or "unfair 
practices" laws, but as they are also frequently called "fair trade" laws |n element of 
confusion is sometimes injected into the classification. The term "loss-limitation" does 
not cover the apparent intent of some of the laws which indicate that pri^ must cover 
the cost of the goods plus all the costs of doing business, but in practic^ this has not 
usually been attempted, and the general effect has been to limit losses, not to 'cover all costs. 

81 ^ These include some or all of the following: wages and salaries, rent, interest, selling, 
delivei^, and advertising costs; accounting costs, depreciation and maintenance; losses, taxes, 
fees, licenses, and insurance. 
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This rather desultory record of legal enforcement does not necessarily 
measure their effectiveness, however. Retailers and wholesalers have some- 
times formed associations, or relied on existing trade associations, to help in 
enforcing these acts. In the states with the definite laws the associations can 
rely on their knowledge of prevailing market eonditions in their efforts to 
search out violations. They may then bring pressure privately on firms sus- 
pected of violation orbring the matter to the attention of the attorney general. 

In the states with the indefinite laws, the correct legal markup is more 
diffieult to determine. The very vagueness of the appropriate cost, however, 
coupled with the lack of knowledge and understanding of their costs by 
many businessmen, can sometimes be used to bring about general minimum 
prices. An interesting example of how such associations bring pressure, and 
also of how they may affect price levels, occurred in the state of Washington 
with the price of cigarettes. Immediately upon passage of the Washington 
Unfair Practices Act of 1939, “No time was lost in making the first increase 
of 2^ a pack. After this higher price was generally established among mer- 
chants and accepted without too much protest by consumers, a further in- 
crease of If! was put into effect. The method of procedure was to mail to all 
retail merchants handling tobacco products a detailed list of ‘Suggested Retail 
Tobacco Prices.’ The card was unsigned but it was postmarked from Olympia, 
the state capitol, and some merchants, at least, ‘supposed’ it was sent by an 
official agency of the state government.” 

Various other tactics have been used. The association may announce (in- 
correctly) in the newspapers that, in the future, sales below a given price are 
illegal. Non cooperating retailers may be visited by a delegation from the 
association. Compliant prosecuting attorneys will sometimes send a warning 
letter. While the recalcitrant dealer may in fact be doing nothing illegal, 
particularly if he is a small merchant he is likely not to know this, and so 
such pressures may bring him into line. 

In the absence of conclusive evidence, it is to be remembered that these 
laws are intended to cover all goods sold, so that even with poor and uneven 
enforcement, their effects may reach a quantitatively significant portion of 
the market in absolute terms. To the extent that they are effective they will 
tend to raise prices on at least some goods, and perhaps the general price level. 
This is true whether the law is of the defin-te or indefinite type. While the 
common specified minimum markup of 2 and 6 per cent of the definite laws 
is certainly not equal to average cost for most firms, it may still be higher 
than cost, or at least what would otherwise be accepted markups, on some 

** Heniy A. Burd, “ ‘Cost’ Under the Unfair Practices Act," Joumd of Marketing, 
October 1942, p. 147. 
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goods. In the states with indefinite laws, particularly for finns without detailed 
cost data for individual products or groups of products, the tendency is to 
use over-all average cost markups (in a few cases the courts have required 
over-all average cost to be used). Since different categories of goods will 
ordinarily bear different markups based on cost analysis, experience, or custom, 
the use of an over-all average markup will raise the price of some goods, al- 
though there may be some offsetting lowering of markups on other goods. 

On the other hand, the costs to be covered are usually Iwscd on the firm’s 
own costs. To the extent the individual firms understand this, and the laws 
arc not used as a cover for raising and fixing the general price level of various 
goods, the price raising impact of the indefinite type of loss-limitation law 
is probably limited. 


QUESTIONS FOR DISCUSSION 

1. Do you believe quantity discounts should be based only on demonstrable 
differences in cost? Explain in terms of the effects on sellers, buyers, and the 
public. 

2. Is it wise public policy to make price discrimination among customers legal 
when it is done in good faith to meet the prices of competitors? 

3. Under what circumstances can a requirement that ad\ertising allowances or 
other services must be furnished to customers on a basis proportionate to their 
purchases be justified? Are there any ways such a requirement may inteifcrc 
with the competitive ability of- the seller? 

4. Assume that you are the manufacturer of a distinctive type of oue-picce winter 
pajamas for children. Having manufactured a high quality garment for many 
years, and advertised consistently in the major women’s magazines, you ha\c 
built up a fair degree of recognition and preference for your brand of i)ajamas. 
You also count rather heavily on the advertising of your numeioiis dealers 
to push your brand during the peak selling season in the fall. Nevertheless, 
there are a number of fairly similar, though less well-known, brands on the 
market. Most of the.se suggest rc.salc prices, but do not maintain them under 
the resale price maintenance laws. In deciding on your own price policy would 
you adopt a fair trade program? Explain what considerations pro and con lead 
you to your decision? 
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GOVERNMENT REGULATION 
MONOPOLY AND COMPETITION 


Any economy must have some guiding principles as to the type of mar- 
ket structure within which the forces of manufacturing and marketing are to 
operate. Decisions as to what form of marketing structure will best promote 
the public interest must be made through the government, with an almost 
infinite range of possibilities from which to choose. Few problems in the 
realm of public policy arouse more debate than this one. At one extreme is 
the view that the government should render no aid to business and impose 
no regulations upon it. At the other extreme is the view that all productive 
facilities should be owned and controlled by the state. In between are possi- 
bilities for a multitude of combinations for varying degrees of government 
regulation of and aid to business and for mixed economics with varying degrees 
of public ownership along with 'private ownership of the means of production. 

ALTERNATIVE MARKET STRUCITTRES 


Laissez Faire 

The first point of view, the extreme laissez-faire policy, is seldom held. 
A more moderate laissez faire view was expressed by Adam Smith in the 
third quarter of the eighteenth century in the famous Wealth of Nations 
where he advocated leaving to government only the protection of society from 
violence, injustice, and oppression, and the performance of certajin necessary 
public works which could not be profitably developed by private firms.^ 

^The Wealth of Nations, Cannan's ed. (London: Methuen, 1904), V61. II, p. 184. 
At about the same time in France the Physiocrats were making the same plea for laissez 
faire against the restrictions of mercantilism. 

Smith also recognized the possibility of collusion among businessmen: '^People of the 

608 
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In contrast to Smith’s philosophy were the conditions actually existing in 
his own country (England) at the time of writing, conditions against which 
he was protesting. Thus in marketing alone, 

. . . practically all combinations and almost all of the modern forms of 
commercial organization were unlawtul. Tlic business of the middleman was 
unlawful; the business of the modern wholesale grocer was unlawful. It was a 
criminal offense to buy food or victuals which were on their way to the market 
for the purpose of reselling them, or to buy, for purpose of resale, large quanta 
ties of goods at any time.* 


Government Ownership 

7Tie extreme view that the government should own and control all pro- 
ductive facilities is little heard in the United States, although it is more 
frequently expressed in many other countries and practiced in some. In this 
country it is of little significance and need not be discussed. 


Government Intervention 

In between these two extremes, advocates of all degrees of government 
intervention and of government ownership of particular parts of the economy 
will be found. Historically the American belief in individual freedom has 
carried over into the economic sphere, lire idea of minimum interference 
with business consistent with the public welfare, and the corollary of free 
competition, has been the ideal of most people. I'he basic issue involves the 
question of how much freedom is consistent with the public welfare. 

Until after the Civil War, it was generally felt that the public welfare 
would be adequately taken care of in the automatic Tashion envisaged by 
Adam Smith if businessmen were simply let alone to compete with one an- 
other. In the last quarter of the nineteenth century the growth of giant 
business combinations, or ‘"trusts,” and the setting aside of competition in 
many fields by private business led to legislative intervention to try to break 
up monopoly and restore the beneficial effects of competition. The Sherman 
Anti-Trust Act of 1890 and the various state antitrust acts were certainly 

same trade seldom meet together, even for mcrrimci.' and diversion, but the conversation 
ends in a conspiracy against the public, or in some contrivance to raise prices. It is im- 
possible indeed to prevent such meetings, by any law which either could be executed, or 
would be consistent with liberty and justice. But although the law cannot hinder people 
the same trade from sometimes assembling together, it ought to do nothing to facilitate 
such assemblies; much less to render them necessary.” Ibid., Vol. I, p. HO. 

*A. A. Bruce, “Laisscz Faire and the Supreme Court of the United States,” The 
Green Bag, Vol. XX (1908), p 553. 
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governmental interventions in business, but not perhaps really departures 
from tradition. The English Common Law provided strong precedent for 
governmental intervention against monopoly and restraint of trade in favor 
of competition. Thus began a trend of increasing governmental interest in 
and regulation of business. 

The questions that arise out of the relation of the state to marketing 
make up an important part of the broader problem of the relation of the state 
to business. In the United States, as in other countries, govcTiimental agencies 
are more and more investigating and regulating trade and industry', lliis has 
in large part developed from the fact that some of the profit-seeking opera- 
tions of businessmen appear to be in conflict with the broader interests of 
society. Those aspects of marketing operations which arc most commonly 
criticized are in large part side eflFccts from competition— the struggle for 
business and the efforts made by businessmen to control or eliminate certain 
comi>etitive practices, as well as their efforts to curtail competition and even 
to establish monopolies. To an increasing extent our federal, state, and mu- 
nicipal governments have attempted to mitigate certain results of competition 
which are thought to be contrary to the interests of the general public. 
Governments have also sought to control, and where necessary to eliminate, 
the efforts which businessmen themselves undertake in their desire to cur- 
tail competition or to eliminate what they consider to be undesirable com- 
petitive practices. 

Intervention to Promote Competition. It is noteworthy, howc\'cr, that 
government intenention to promote the general welfare has commonly 
taken the form of alterations 1n the structure of the market. The effort has 
been to set up a system of general rules which would establish a market frame- 
work wiiich w'ould automatically bring about the public welfare through the 
independent decisions of businessmen themselves, rather than by substituting 
the decisions of governmental officers for those of businessmen. 'Ilicsc rules 
are of two types. One group is designed to protect the individual businessman 
from socially undesirable acts of other businessmen. The other group estab- 
lishes rules which protect consumers from socially undesirable acts of business- 
men. Thus governmental intervention in this country is still largely in the 
laissez-faire tradition of automatic market forces bringing maxifnum welfare 
through the independent decisions of businessmen. Although the number of 
rules which businessmen must observe in their day-to-day operations has 
greatly increased, the basic effort is still to set up the most desirable market 
structure in the expectation that it will lead to good results for the public. 

Intervention to Limit Competition. Some exceptions to this general state- 
ment have grown up with the increase of governmental intervention. One is 
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the enactment of laws which arc designed as exceptions to the view that the 
public welfare is advanced by the promotion of competition. Examples would 
be the resale price maintenance laws, the numerous acts to control production 
and raise prices in agriculture, the chain store taxes still existing in a number 
of states, and the numerous state laws to protect businessmen within one 
state from the competition of out-of-state firms. These laws permit or enforce 
monopolistic practices in particular areas of the economy for the primary 
benefit of the participants, although it is sometimes claimed that they will 
also benefit the public. Another exception, still relatively unusual, is actual 
government ownership and operation of business. This has occurred mainly 
in the field of public utilities, either with the idea that the action itself is in 
the public interest, or that public operations will provide a “yardstick” by 
which to measure private operation in the same field. 

Intervention to Aid Business. One other phase of governmental inter- 
vention in the marketing process has become important with the passage of 
time. 'I'his is the idea that government may take positive actions to help 
business. Acti iiks designed to promote efficiency in marketing have in- 
creased substantially in the last several decades. Even these, howwer, have 
developed within the traditional concept of the appropriate relation of the 
government to business since in general the aids arc available impartially to 
all members of the \arious groups for whoiii they are intended. 

Classification of Governmental Activity. Thus govcrnincntal activities that 
bear directly on marketing can be conveniently divided into three groups: ® 
(1) efforts to attain a satisfactory market structure by protecting businessmen 
from the acts of other businessmen through (a^l the effort to control monopoly 
and monopolistic tendencies, and (b) the effort to niamtain and improve 
competition and competitive practices; (2) efforts to attain a satisfactory 
market structure by rules designed to protect directly the consumer; and (3) 
efforts to promote efficiency in marketing. 

In this chapter govciiimental efforts to attain a satisfactory competitive 
market structure arc considered. In Chapter 30 the exceptions will be pointed 
out and governmental efforts to protect the consumer and efforts to promote 
efficiency in marketing will be considered. 

llie divisions used arc not mutually exclusive. In particular the mainte- 
nance of competition through the control jf monopoly and monopolistic 

»An excellent source of information on the activities of the federal government is 
The United States Government Manual, The U.S. Information Service, Office of Govern- 
ment Reports, Kxccutivc Office of the President, published three times a year. It is 
available from tlic Superintendent of Documents. It is designed to be “a reference book 
of integrated authoritative information on the organization and functions of the depart- 
ments and agencies of the I oderal Government. 
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practices and attempts to elevate the plane of competition by curbing some 
of its undesirable aspects have been closely related in the development of 
federal and state regulation of private business enterprise. The desire to main- 
tain competition among businessmen has been a basic consideration in 
American legislative policy, and it is interesting to notice how the idea of 
curbing undesirable competitive practices has grown up to complement the 
policy of direct monopoly control. This is evident in the basic policy state- 
ments of the three major antitrust laws. Thus the Sherman Act of 1890 de- 
clares that: 

Every contract, combination in the form of trust or otherwise, or conspiracy, 
in restraint of trade or commerce among the several states, or with foreign nations, 
is hereby declared to be illegal. . . . 

Every person who shall monopolize, or attempt to monopolize, or combine 
or conspire with any person or persons, to monopolize any part of the trade or 
commerce among the several states, or with foreign nations, shall be deemed 
guilty of a misdemeanor. . . . 

Section 2 of the original Clayton Anti-Trust Act of 1914 in dealing with 
marketing topics shifted the emphasis to unfair competitive practices. It 
declared, 

That it shall be unlawful for any person engaged in commerce, in the course 
of such commerce, either directly or indirectly, to discriminate in price between 
different purchasers of commodities, . . . where the effect of such discrimination 
may be to substantially lessen coihpctition or tend to create a monopoly in any 
line of commerce. 

Also placing its emphasis dn the level of competition, Section 5 of the 
original Federal Trade Commission Act of 1914 stated, 

that unfair methods of competition in commerce are hereby declared unlawful. 

The commission is hereby empowered and directed to prevent persons, part- 
nerships, or corporations, except banks [which are otherwise controlled], and 
common carriers subject to the acts to regulate commerce, from using unfair 
methods of competition in commerce. 

The change in the emphasis of these three quotations from restraint of 
monopoly under the Sherman Act to emphasis on discrimination which lessens 
competition and leads to monopoly in the Clayton Act, and to unfair methods 
of competition in the Federal Trade Commission Act indicates' the way in 
which the two aspects of the control of the market structure haVe grown to 
become complementary with each other. Thus the desire to maintain competi- 
tion brought forth the Sherman Act as well as the antitrust acts of most of 
our states.* But recognition that competition itself may lead to unfortunate 

^ These state acts apply, of course, only *’o intrastate commerce. 
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results brought the ban on price discrimination in the Clayton Act and the 
declaration in the Federal Trade Commission Act that "'unfair methods of 
competition"' are illegal. 

EFFORTS TO CONTROL MONOPOLY AND 
MONOPOLISTIC COMPETITION 

While monopoly is generally considered undesirable, there are some 
fields where exceptions have been made as a matter of public policy. Two im- 
portant considerations are involved in the formation of monopolistic organi- 
zations, such as public utilities, and of combinations which tend to become 
monopolistic. One is the operating efficiency and economy that may result 
from unified control and operations. This reason is commonly advanced when 
mergers or combinations are formed, and this is one reason (along with 
public convenience) for the public’s acquiescence in the formation of mo- 
nopolies in the public utility field. The other consideration is the desire of 
the owners of the monopoly or combination to control competition and 
price. 

When the public recognizes that the greatest industrial efficiency can be 
realized under conditions of complete, or partial monopoly (whether local, 
sectional, or national), it also generally demands some form of control over 
the price and output policies of the monopoly in order that the benefits of 
this efficiency may be assured to the public. Tliis can usually be accomplished 
only through some type of governmental activity designed in whole or in part 
to control monopoly and monopolistic tendencies. This control is sometimes 
exercised by means of actual ownership and operation by agencies of the 
state, llic postal ser\'ice, for example, is almost universally owned and 
operated by central governments, and water supply systems are commonly 
owmed and operated by municipalities. Local transportation systems, electric 
and gas plants, likewise, are frequently municipally owned and operated. 
But when public utilities which are monopolistic in character are privately 
owned they are regulated by the state through agencies of the federal, state, 
or municipal governments. The state also supervises and limits the use of 
patents and eopyrights whose owners are given monopoly pri^’ilcges by law. 

ITie desirability of monopoly outside a few limited fields is not, however, 
generally accepted in the United States. The evidence is by no means con- 
clusive that centralized control of industrial operating units outside the field 
of public utilities always leads to economies which are important enough to 
justify monopolistic operation and, particularly, the methods of convpetition 
and market control which sometimes accompany monopoly. The general 
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attitude toward business in this country is based on a belief that the public 
will be best served if competitive rivalry is maintained within proper bounds. 
Hence legislation has been passed and administrative agencies have been 
empowered to prevent practices which tend to establish monopolies. 

Ckimmon Law 

The common law doctrine relating to restraint of trade and conspiracy 
to monopolize came to this country from England and developed here largely 
in the state courts. Important mainly during the nineteenth century, the 
doctrine as developed by the courts held illegal such things relating to market- 
ing as agreements among competing firms to divide territory, to form price- 
fixing associations, to effect pooling arrangements, or to use common market- 
ing agencies. However, the common law proved inadecjuatc to protect the 
interest of the public from the monopolistic aspects of the growth of industry 
because action could only be taken by an injured competitor. Because of the 
large public interest in these matters it came to be felt that it was ncccssarj' 
to deal with monopoly by statute. 

The Sherman Act 

The basic idea of the Sherman Act of 1890 was to eliminate monopoly 
where it was designed to avoid competition or to make competition impossible. 
To achieve this purpose the Congress in essence put the common law doc- 
trines of restraint of trade and monopoly into statutory form. The law was 
framed very broadly in the hope of bringing under its scope any actions which 
might restrict competition. The law forbids (1) contracts, combinations, or 
conspiracies in restraint of trade, and (2) monopolies or attempts to monopo- 
lize trade or commerce. Unlike many more recent regulator}’ acts, no adminis- 
trative machinery such as a commission w^as set up to enforce the law. "Hie 
duty of prosecution, therefore, falls upon the Attorney General, while enforce- 
ment and interpretation depend upon the courts. Since cases must be tried 
like any other court proceeding and since the courts rule only upon the 
specific point at issue, severe limitations have appeared on the ability of the 
Sherman Act to deal with the complex problems of modern industry. 

'I’his has given rise to an interesting device known as the cohsent decree. 
Tliis is simply an agreement reached out of court on the issues involved be- 
tween the Attorney General and the defendants. Bctw'ccn them they agree, 
for example, on a code of practice for the industry. 'I’hc proper court then 
reviews the decree and if it is approved it has the force of a formal court 
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decision. This device has overcome many of the difficulties of court procedure 
since it is much more flexible, and also less expensive. It is objected to mainly 
because it involves much “horse trading'* of concessions and maneuvering 
for position. 

It is difficult to appraise the effectiveness of the antimonopoly policy. It 
seems to have undergone a very gradual increase in effectiveness. Early court 
decisions almost nullified the law by giving a very narrow interpretation to 
what could be considered interstate commerce by declaring that manufactur- 
ing was not commerce.'^ This ruling was in effect reversed in the Northern 
Securities Company case, and a number of successful prosecutions of monopo- 
lies such as the oil and tobacco trusts took place.® However, the government 
was hampered in its attempts to deal with monopoly as such by the so-called 
“rule of reason" introduced in these latter two cases in which the defendants 
were found guilty, not because they restrained trade but because the restraint 
was unreasonable. A further difficulty arose in the famous case of the U.S. 
v. U.S. Steel Corporation in which it was stated that “the law does not make 
mere size an offense or the existence of unexerted power an offense." ^ 

In consequence the Antitrust Division was frequently in the position of 
attempting to deal with the symptoms and abuses of monopoly without being 
able to get at the monopoly itself w^hich caused them. In recent years, how- 
ever, this situation has changed substantially. Several recent decisions in the 
opinion of many students ha\'C opened up new possibilities of antitrust en- 
forcement. 

In U.S. V. Aluminum Company of America the court held that “Congress 
. . . did not condone 'good trusts' and condemn ‘bad’ ones; it forbade all." 
The case did away with the idea that size is immune to ^he law with the 
words “ rhroughout the history of these statutes it has been constantly assumed 
that one of the puqioscs was to perpetuate and prcscr\'c ^or its ow'ii sake and 
in spite of possible cost an organization of industry' in small units which can 
effectively compete with each other.” '' In the American Tobacco Company 
ease the Court held essentially that the power to exclude competitors is illegal 
even though not exercised, and also that “No formal agreement is necessary 
to constitute unlawful conspiracy." ® 

5 IJ.S. V. E. C. Knight, 1 s6 U.S. 1 (1S95). 

Northern Securities v. U.S. 197 (1904); Standard Oil Co. of N.J. ct al., 

V. V.S., 221 U.S. 1 (1911); U.S. V. American Tobac^ ' Co., 221 U.S. 106 (1911). 

7 U.S. V. U.S. Steel Corporation, 2'5l U.S. 417 (1920). 

«U.S. V. Aluminum Company of America, 148 V. (2d) 416 (1945). WHiilc this was 
not a Supreme Court decision, it has ihc force of a Supreme Court ruling. The Supreme 
Court was unable to get a tiuoruin to hear the appeal from the District Court, and so 
this appeal was certified to the Second Circuit Court of Appeals for final decision^ 

0 American 'I'obacco Company v. U.S., >28 U.S. 781 (1946). 'I'hc other two com- 
panics were Reynolds and Liggett & Myers. 
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The more stringent view of what constitutes monopoly within the mean- 
ing of the Sherman Act established in these two cases has been followed up 
by a number of court cases and consent decrees. While the courts have not 
shown much interest in actually breaking up established companies, in a 
number of instances they have ordered changes in company practices to 
reduce market domination.^® A significant exception occurred in the Para- 
mount Pictures case in which vertical disintegration of distribution and exhi- 
bition affiliates from the producing firm was required.^^ 

Historically, nevertheless, enforcement of the antitrust laws in the courts, 
as must be done under the Sherman Act, has not been completely satisfactory. 
From the standpoint of public policy, it would appear that the problems of 
monopoly and restraint of trade are too complex to be solved satisfactorily 
in the courtroom. The Sherman Act makes antitrust enforcement primarily 
a legal battle and the cases do not show a consistent approach. This difficulty 
became apparent early in the history of antitrust legislation and was partially 
corrected by the Federal Trade Commission Act which resulted in part from 
the idea that the courts were inadequate to make the extensive investigations 
and to supply the continuity of policy which is desirable. However, no such 
solution has yet been applied to the Sherman Act and the difficulties of lack 
of continuity of policy and uncertainty of law continue. 

EFFORTS TO MAINTAIN AND IMPROVE COMPETI IlON 

Efforts of the state to control the plane of competition are designed to 
retain the benefits which result from competition while excluding those 
manifestations which seem to thwart the best interests of society. Specifically 
they are designed to protect businessmen against competitive practices that 
will hinder their ability to compete, and hence tend to lessen competition and 
tend toward monopoly, and to protect business and consumer purchasers 
against undesirable practices of vendors. Governmental efforts to control the 
plane of competition include efforts to restrict unfair trade practices and the 
investigation of business practices by legislative and administrative bodies. 

If manufacturing and marketing are to achieve the best results from the 
point of view of the publie at large, competition must be so ordered that 
those individuals, firms, and corporations which are most competent in mak- 

See, for example, U.S. v. United Shoe Machinery Corp., 110 F. Si^p. 295 (1953), 
aff. 347 U.S. 521 (1954); and U.S. v. United Fruit Co., 1958 Trade Cises par 68941 
(E. C. La.). An unusually thorough and interesting economic analysis is available of the 
United Shoe Machinery case in Karl Kaysen, United States v. United SJioe Machinery 
Corporation (Cambridge: Harvard University Press, 1956). 

U.S. V. Paramount Pictures, Inc., et al., 334 U.S. 131 (1948). 
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ing and selling will survive the struggle with their less competent competitors. 
This does not mean that it is to the interest of society that the largest or the 
wealthiest, or the most unscrupulous, shall succeed; but rather that, regardless 
of whether he be large or small, he who produces and markets the best 
product at the lowest cost, or who can market the products of others most 
effectively and most economically, shall succeed if he operates honestly. 
When carried on within limits, competition tends toward the survival of 
those producers and middlemen who can best serve society, and through 
them results in the development and perpetuation of the best techniques. 

Unfortunately the profit seeking which underlies the competitive system 
often leads to methods of competition which, however effective they may be 
from individual points of view, cannot be said to be to the best interest of 
society. That is, some methods of competition may help those who use them 
to survive, but they do not tend to promote more efficient manufacturing 
and marketing because they hamper and may even cause the failure of less 
powerful or more scrupulous competitors who arc otherwise efficient. Such 
methods are looked upon as unfair to competitors and as economically and 
socially undesirable. Other practices may not harm direct competitors, but 
they may injure some or all of those who purchase a vendor's product, 
whether they are business or consumer purchasers. Such practices are also 
undesirable. Practices of both types are now commonly called ‘"unfair ' 
methods of competition. 

I’hc history of legislation designed to regulate unfair business practices 
often shows an interesting similarity of pattern. First, practices that are con- 
sidered undesirable are aired in the press and by interested and often preju- 
diced parties and by politicians. But many businessmen persist in carrying 
on the practices under consideration, even after they have been condemned 
by large sections of the press and public and by other businessmen. Then a 
law is proposed and some or many of the interested businessmen fight its pas- 
sage, thereby placing themselves in the light of defending the condemned prac- 
tices.^® Eventually a law is passed. Clever lawyers attempt to devise means to 
avoid the spirit if not the letter of the law, and ultimately the courts interpret 
it. It may be declared unconstitutional; or the original intent may be read 
out of the law by the interpretations of the court. The weak points are thus 
found, and a new and more stringent law is passed, revised in a manner more 
likely to pass the constitutional or judicial test and retain the intent of the 
legislature. 

It must be recognized, of course, that some well-intentioned attempts to solve such 
problems have been made by businessmen, and have later been declared to be '^illegal, or 
for other reasons could not be enforced. 
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This is substantially the story of the development of antitrust legislation 
designed to control monopoly and the level of competition. Although the 
Shennan Act established the broad foundation for government control of 
monopoly and is basic to the maintenance of competition, taken alone it 
proved quite inadequate as a means of preventing the development of unfair 
competitive practices. In response to this situation the Congress in 1914 
passed two acts largely concerned with standards of competition: the Clayton 
Act which prohibited certain practices which had escaped the Sherman 
Act; and the Federal Trade Commission Act which set up administrative 
machinery to deal with monopoly and unfair trade practice problems on a 
continuing basis. Tlie effect of the two laws upon the level of competition 
may be considered together since the Federal 'Frade Commission administers 
its creating Act and also those sections of the Clayton Act which are particu- 
larly relevant for marketing. 


Federal Legislation Dealing with the Plane of Competition 

The Clayton Act. As previously pointed out, the Clayton Act in Section 2 
prohibited discrimination in price between different purchasers of commodi- 
ties where the effect “may be to substantially lessen competition or tend to 
create a monopoly."' Exceptions were made when differences in price were 
based on differences in grade, quality, or quantity sold, made only due 
allowances for differences in costs of selling or transportation, or were made 
in good faith to meet competition in the same or different communities. The 
Act also in Sections 7 and 8' prohibited one corporation from buying the 
stock of another -corporation and the use of interlocking directorates where 
these practices would restrain competition or tend to create a monopoly. 

The Federal Trade Commission Act. While the Clayton Act was designed 
to supplement the Sherman Act, the Federal Trade Commission Act em- 
bodied a new approach to the problem of unfair competition. In addition 
to duties in connection with enforcement of the sections of the Clayton 
Act just enumerated,^® the Commission was given sole responsibility for en- 
forcing Section 5 of the Trade Commission Act which stated that “unfair 
methods of competition in commerce arc hereby declared unlawful." The 
Commission was to have the function of determining what practices were 
unfair and then prohibiting them, subject to review by the courts. That Con- 
gress did not try to frame a statutory definition of unfair competition was 

These powers are shared with the Attorney General, and also include enforcement 
of Section 3 dealing with tying contracts and exclusive dealing arrangements which are 
discussed in Chap. 18. 
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apparently due to a feeling that it would be impossible to formulate one which 
would include all unfair practices. In addition the Commission was given 
extensive powers of investigation to be exercised on its own initiative or at 
the request of the President or Congress. 

The Robinson-Patnian Act. The effectiveness of the Federal Trade Com- 
mission and the scope of the Clayton Act with respect to the pricing aspects 
of marketing were considerably broadened by the passage of the Robinson- 
Patman Act in 1936. To accomplish this the Act declared illegal price dis- 
crimination not based on cost, condemned the direct or indirect payment of 
brokerage fees to purchasers, and prohibited discriminatory payments for 
advertising allowances or similar services to customers.^* 

The Wlieclcr-Lea Act. 'I he powers and functions of the Commission 
itself were somewhat broadened by the Wheeler-Lea Act of 1938. There had 
grown a feeling that there were two major weaknesses of existing legislation. 
The first was that the necessity of proving that competitors were injured 
often meant that practices injurious to the public could not be prevented. 
For example, in a case which became notorious the Supreme Court refused 
to uphold au culei to cease and desist from advertising that an obesity ''cure"' 
sold by the Raladam Company could be safely taken. I’he Commission had 
found that the product could not be safely taken without medical supervision. 
'Phe Court held that, although the product might injure consumers and 
amount to unfair trade methods, this did not make them unfair methods 
of competition within the meaning of the law, since the Commission had 
not shown that the practice substantially injured rival competitors, who ap- 
parently used equally misleading representations.^* 

The second weakness was in the enforcement procedure which required 
the Commission to seek court enforcement of a cease and desist order if 
a respondent did not wish to abide by its rulings. The first of these tw^o 
weaknesses was remedied by changing Section 5 to read ‘‘Unfair methods 
of competition in commerce and unfair or deceptive acts or practices in 
commerce are hereby declared unlawful.’' In this same general connection 
the Commission was also given the power and duty to prevent the dissemina- 
tion of false advertising of foods, drugs, cosmetics, or curative or corrective 
devices.^** Enforcement provisions were strengthened by providing that any 

For a detailed discussion of tliis law' and its effects on price policies sec above, 
Chap. 28. 

Federal Trade Comtnission v. Raladam Co., 283 U.S. 643 (1931). In a later case 
the Commission took great care to demonstrate the competitive effect of Raladam’s prac- 
tices and the Commission's order was upheld. Federal Trade Commission v. Raladam Co., 
316 U.S. 149 (1942). 

These latter aspects of the law are discussed in Chap. 30. 
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order became final after sixty days unless appealed to the courts by either 
party.^’ 

The Anti-Merger Act of 1950. The Clayton Act restrictions upon inter- 
corporate acquisitions of stock as a means of preventing combinations which 
might promote monopoly or lessen competition proved ineffective since no 
accompanying restriction was placed upon the acquisition of the assets of one 
corporation by another.^® What could not be done one way could be accom- 
plished the other. With the wave of mergers following World War II this 
loophole attracted considerable attention, bringing the Anti-Merger Act of 
1950, an amendment to Section 7 of the Clayton Act. Intercorporate acquisi- 
tions are prohibited when the acquisition may have a substantial adverse 
effect on competition in some section of the country. 

Passage of this amendment has brought renewed activity on the part of the 
Federal Trade Commission.^® While time has not permitted the impact of 
this potentially important legislative change to be thoroughly tested, a number 
of actions have been brought by the government with some success. For 
example, U.S. v. Bethlehem Steel Corporation and Youngstown Sheet and 
Tube Company prevented a merger of the second and sixth largest steel 
companies, and U.S. v. Brown Shoe Company, et al.,®' prevented a vertical 
merger of a large shoe manufacturer and a large shoe distributor. It gives 
promise of considerable help to the government in preventing mergers which 
might substantially lessen competition. 


Unfair Methods of Competition 

Even today there is no unanimity of opinion as to just what constitutes 
undesirable forms of competition or what forms of control should be utilized 
to prevent them, and there was even less at the inception of these laws. There 
is little question, however, about the general principle involved; that is, some 
practices arc not only considered to be undesirable from the point of view 
of the general public, but they cannot be effectively prevented by the aggrieved 

This improvement was true only of cases arising under the amended Section 2 of 
the Federal Trade Commission Act. The old procedure had to be followed for cases 
arising under the Clayton Act and the Robinson Patman Act until an additional amend- 
ment in 1959 which made cease and desist orders under these laws simiferly self -enforcing. 

An unexpected recent exception to this statement was the du Font-General Motors 
case in which it was held that du Font's acquisition of 23 per cent of tht stock of General 
Motors, acquired some 40 years earlier, tended to create a monopoly i|nd restrain trade. 
U.S. V. E. I. du Pont de Nemours et al., 353 U.S. 586 (1957). 

For an evaluation of the meaning of the amended section, see Federal Trade Com- 
mission, Report on Corporate Mergers and Acquisitions (Washington,? D.C.: U.S. Gov- 
ernment Printing Office, 1955), Chap. 6. 

20CCH Par 69, 189 (D.C.S.N.Y., November 1958). 

®^CCH Par 69, 532 (D.C.E.Mo., November 1959). This decision is being appealed. 
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party. In some cases, as with '‘inside prices,"' adulterated food, or harmful 
drugs, he may not even know about them. When he does know, he fre- 
quently finds it impossible to prevent them, or can do so only by recourse 
to slow and expensive court procedure or to similar acts, which may lead to 
further reprisals. Such practices can be effectively eliminated, consequently, 
only by associative action or by governmental intervention. 

Many competitive practices are clearly dishonest because they involve 
fraud, deception, or bad faith. Such practices may or may not injure direct 
competitors, but they are likely to cause injury to business and consumer 
purchasers. Other practices are considered undesirable because they injure 
competitors or discriminate among the business customers of the offending 
firm. Such practices prevent the full advantages to be derived from competi- 
tion and may unduly restrain competition or tend toward monopoly. Al- 
though most of the practices falling in the first group are clearly dishonest 
and few question the desirability of preventing them, there is far less agree- 
ment concerning practices which fall in the second group. Honest men differ 
as to just what practices should be eliminated. 

Over the cai\isc of its existence, the Federal Trade Commission has de- 
veloped a considerable list of practices which it considers unfair. Probably 
the best indication of the nature of the acts and practices which are generally 
agreed to be unfair and which should be eliminated is found in the list of 
“cease and desist" orders of the Commission as shown in its annual reports, 
which now list 31 principal types, many of which have numerous subdivisions.®* 

Recent orders of the Commission include the prohibition of the follow- 
ing types of practices: making false and disparaging statements respecting 
competitors' products and business; alleging falsely that a competitor's prod- 
ucts infringe on the company's patents and threatening to sue the competitor 
or his customers; buying up supplies in order to hamper competitors and 
stifle or eliminate competition; using concealed subsidiaries, ostensibly in- 
dependent, to obtain competitive business not otherwise available; using 
loss leaders or giving products without charge as a deceptive or monopolistic 
practice or to hinder or suppress competition; coercing purchase of one prod- 
uct as prerequisite to purchase of another; bribing competitors' or customers' 
employees or agents; procuring competitors' confidential information by un- 
fair means; and imitating or simulating trade-marks, trade names, or other 
distinctive characteristics of competitors' products. 

Other practices falling in this classification of “unfair" trade are in the 
nature of “conspiracies" involving two or more firms. Such agreements which 

Annual Report of the Federal Trade Commission (Washington, D.C.; U.ST Gov- 
ernment Printing Office, June 30, 1959), pp. 44-51, 76-9, and 85-91. 
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are monopolistic or tend toward monopoly have been illegal under federal 
statutes since the passage of the Sherman Act in 1890 and are also illegal 
under many state laws. Practices cited by the Commission include: trade 
boycotts or combinations of traders to prevent certain wholesale or retail 
dealers or certain classes of such dealers from procuring goods at the same 
terms accorded to the boycotters, or to coerce the trade policy of competitors 
or of manufacturers from whom they buy; compelling resale price mainte- 
nance by cooperating to compel wholesalers and retailers to maintain prices 
fixed by a vendor; ''combinations or agreements of competitors to fix, enhance, 
or depress prices, maintain prices, bring about substantial uniformity in prices, 
or to divide territory or business, to cut off or interfere with competitors’ 
sources of supply, or to close markets to the competitors”; and the use by 
trade associations of "so-called standard cost systems, price lists, or guides, or 
exchange of trade information calculated to bring about these ends or other- 
wise restrain or hinder free competition.” 

A very large number of cease and desist orders has also been issued in 
connection with unfair practices involving fraud, deception, or bad faith. 
These include such things as: false and misleading advertising; misrepresenting 
materials, ingredients, durability, value, or the results to be obtained from 
use of the products; misrepresentation of the nature of the vending firm or 
its affiliations; and the use of lotteries in the sale of merchandise. I’hcse 
practices are most important in their effects on buyers, especially final con- 
sumers, and may or may not affect other businessmen. 

None of these practices confers any benefit on the public. On the other 
hand, they hamper the operations of competing firms that may be just as 
efficient or even .more efficient than their dishonest or unscrupulous competi- 
tors. They illustrate some of the excesses of our competitive regime which 
must be eliminated if the best results are to be achieved. But such practices, 
though common enough, appear to be less prevalent than fonnerly. The im- 
provement of business ethics and the activities of trade associations and 
governmental agencies have all contributed toward the elimination of un- 
desirable practices by more or less unscrupulous firms. 


Enforcement Procedure of the Federal Trade Commission 

The procedure of the Commission in its handling of cases of unfair com- 
petitive practices is of considerable interest and significance. This is because 

28 It is the result that is important. The use of these devices by trade associations is 
not illegal in and of itself. 

24 The aspects of the Commission's work affecting primarily consumers are discussed 
in Chap. 30. 
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the ability of the Commission to curtail or eliminate unfair practices largely 
depends upon its fairness and effectiveness. The procedure divides into three 
sections — informal, formal, and judicial review. 

Informal Procedure. In the majority of cases the machinery of the Com- 
mission is set in motion by informal complaints from the public, usually by 
a businessman who feels he is being injured by unfair practices of a competi- 
tor. The complainant is not named in the proceedings. Action may also be 
initiated by direct obscr\'ation of radio, magazine, newspaper, and mail order 
advertising by the Radio and Periodical Division (set up largely to administer 
the Wheeler-Lea Act), or by direction of the Commission itself. A preliminary 
investigation is then held by the Chief Examiner's Division or by the Radio 
and Periodical Division to determine the legal circumstances and that the 
Commission has jurisdiction. Frequently cases are settled at this stage by 
correspondence or conference. If not, a recommendation is made to the 
Commission. If the Commission believes on the basis of the facts presented 
to it that action is necessary, it may direct the preparation of a stipulation 
which states the faets of the case and under which the accused party agrees 
to discontinue the acts which the Commission holds to be illegal. 

Formal Procedure. If the accused party refuses to sign the stipulation, a 
formal complaint against him is issued in the name of the Commission stating 
the practices from which the defendant is to cease and desist. The respondent 
is given twenty days to file his formal answer, in which he may deny or admit 
the charges. If he continues to deny the charges, there is then a formal open 
hearing before a trial examiner of the Commission, at which evidence is filed 
by both parties. The trial examiner then renders a preliminary decision which 
automatically becomes the decision of the Commission unless the respondent 
asks for review by the Commission or the Commission itself wishes to review 
the case. When the decision is against the respondent, the Commission then 
orders the respondent to cease and desist from the practices charged. 

Judicial Review. The orders of the Commission become final within sixty 
days unless within that time the defendant appeals to a United States circuit 
court of appeals for review of the Commission's order. Either party may 
appeal for review to the Supreme Court. 

Although the Commission acts both as prosecutor and judge, it is evident 
that care is taken to sec that a defendant has a full and open hearing with 
any decision of the Commission subject to review by the regularly constituted 
courts. However, relatively few cases ever get as far as judicial review, and not 
many require the formal procedure of the Commission. The majority of cases 
are settled somewhere in the process of the informal procedure of the Com- 


mission. 
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Federal Trade Commission Trade Practice Conferences 

One of the most interesting devices developed by the Commission for the 
elimination of unfair practices is found in the Trade Practice Conferences.*® 
They were instituted as a way of encouraging and maintaining free and fair 
competition in business and of assisting in relieving the Commission of the 
burden of overcrowded dockets. The intention is to develop rules of fair 
competitive conduct by conferences with the members of particular industries 
in the expectation that if most firms know what the rules arc they will 
willingly conform to them. It is presumed that many, if not most, violations 
of the law arise from ignorance or misunderstanding. If these can be eliminated 
by conference, then the Commission is left only with the task of dealing with 
deliberate violators. 

Thus these conferences establish rules of practice which will protect the 
trade involved and the purchasing public against unfair competitive practices. 
Such conferences arc held at the instigation of the Commission or, more 
usually, upon application of any interested group or party, providing the 
Commission believes such a conference will be in the public interest. 
Reasonable public notice is given when a conference is to be held, and it 
is presided over by a member of the Commission or its staff. Rules for the 
guidance of the trade are drawn up and ''such reasonable notice as to the 
Commission seems appropriate''* is given to interested parties, "including 
consumers,” before they are finally approved. Approved rules are promulgated 
by the Commission, published -in the Federal Register, and copies are sent 
to known members of the trade together with a form which can be signed 
to signify intention of observing the rules. 

The rules drawn up at such conferences cover illegal practices, practices 
believed to be contrary to the public interest, and "provisions for fostering 
and promoting practices which are designed to aid fair competition and to 
elevate the standards of business ethics in harmony with public policy.” A 
special Division of Trade Practice Conferences has been established by the 
Commission to carry out the activities involved. 

When trade practice rules are promulgated they are classified into two 
groups. Most of the rules are classed under Group I. These cover trade prac- 
tices which are prohibited under the laws administered by the Federal Trade 
Commission as construed in the decisions of the Commission Or the courts. 

2* Sec Federal Trade Commission, Control of Unfair Competitive Practices Through 
Trade Practice Conference Procedure of the Federal Trade Commission, Temporary Na- 
tional Economic Committee, Monograph No. 34, 1941; and Annual Report of the Fed- 
eral Trade Commission, 1959, op.cit., pp. 71 -5. 
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These rules have the force of law and the Commission endeavors to enforce 
them. Group II rules '‘embrace wholly voluntary or recommended industry 
practices as distinguished from compulsory requirements.'' But a rule of this 
type is accepted by the Commission only when it believes it to be "in harmony 
with law and the public interest, and constructively in support of the mainte- 
nance of fair competitive conditions in the industry." 

The specific results of the trade practice conferences are not easily deter- 
mined. Group I rules cover only practices which violate the law, and no new 
procedure is introduced for enforcing them. But they do serve to clarify the 
law for the members of the trades involved and to serve as a restraining influ- 
ence. And the standards of fair practice established in Group II, although 
voluntary and not generally enforceable by the Commission, undoubtedly 
have been an important influence in improving standards of business prac- 
tice. The trade is helped and encouraged by the Commission to maintain 
desirable practices, and the Commission is able to increase the effectiveness of 
its efforts to eliminate unfair methods of competition.*® On the other hand, 
there is the danger that the conferences may unintentionally further collusion 
by giving the r»cmbcrs of the trade more convenient contacts. 


Governmental Investigation of Business Practices 

Because a considerable part of our important legislation dealing with busi- 
ness is preceded by hearings and investigations, attention should be called 
to this type of governmental effort. For example, the Federal Trade Com- 
mission has wide powers of investigation and can be called on for certain 
types of investigation by the President, either house of Congress, or the 
Attorney General. Over the time of its existence, the Commission has had 
occasion to touch upon almost all phases of industry and marketing and has 
published reports under more than 150 different titles comprising several 
hundred volumes. Among the important industries investigated have been 
cement, chain stores, coal, electric and gas utilities, meat packing, grain 
trade, newsprint, and textiles. The Commission has also investigated such 
matters as the consequences of basing point systems, grain futures trading. 

Croup I rules cover practices similar to those enumerated just above. Examples 
of Group II rules are: the arbitration of disputes between industry members and their 
customers; the distribution of credit information; compliance with safety requirements; 
the dissemination of information concerning treatm. tit, care, and cleaning of product; dif- 
ferentiation, in invoices, between width, thread count, and weight of cotton in the grey 
and in the finished state; the uniform closing of business offices on Saturdays and Sundays; 
the condemnation of the return of merchandise without just cause; the repudiation of 
contracts, and other practices deemed to be inconsistent with sound and ethical business 
methods. The Annual Reports of the Federal Trade Commission list trade practice rules 
as promulgated each year. 
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resale price maintenance, and stock dividends. Distribution methods and 
costs in a number of important areas have also been investigated. Many of 
these have provided the factual information upon which legislation important 
for manufacturing and marketing have been based. For example, the Packers 
and Stockyards Act came after an inquiry into the meat-packing industry, and 
the Robinson-Patman Act after the chain store investigation. 

Other governmental agencies in their annual and special reports frequently 
recommend changes in legislation, usually based upon investigations which 
they have themselves conducted. The Congress itself makes many important 
investigations which, while not necessarily conducted in connection with 
proposed legislation, often result in legislation. Examples are the Report of 
the Industrial Commission in 1900, the voluminous reports of the Temporary 
National Economic Committee, the National Resources Committee, and the 
Joint Committee on the Economic Report. 

On the whole the investigations have proven most valuable. They are the 
source of much of our information on business practices and have been an 
essential aspect of the formation of public policy in relation to business and 
marketing practices. 


SUMMARY 

It is evident that intervention by the government in the marketing process 
to prevent monopoly and to preserve competition has shown a steady increase 
over the years. The failure of the common law to deal adequately with business 
practices harmful to the public interest led first to the Sherman Act of 1890 
and to the antitrust acts of most of our states. These acts were primarily 
intended to maintain competition by preventing monopoly. Gradually it was 
recognized that competition itself might lead to certain practices which 
were detrimental to the interests of society, however much they might 
promote the interests of those engaging in them, and so emphasis shifted 
to efforts to maintain and improve competition. This development is exempli- 
fied in the two acts pas.sed in 1914— the Clayton Act which deals with dis- 
crimination where it lessens competition and leads to monopoly, and the 
Federal Trade Commission Act which is concerned with unfair methods of 
competition. The continuing and increasing concern with flie plane of 
competition and with unfair methods of competition is evident in the two 
more recent acts in this field, the Robinson-Patman Act of 1936 and the 
Wheeler-Lea Act of 1938. 

Thus governmental intervention to prevent monopoly and to preserve 
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and to control competition has greatly increased in complexity and scope. 
In the view of some observers this has made the program cumbersome and 
unwieldy to an extent which endangers the attainment of the objectives. At 
the same time it is important to notice the character of this intervention by 
the government. It has not been done by substituting the decisions of the 
government for those of individual businessmen. Rather the effort has been 
in the tradition of establishing a system of general rules which would form 
a framework within which the independent decisions of businessmen operat- 
ing by these rules would bring about economic results which are in the public 
welfare. 


QUESTIONS FOR DISCUSSION 

1. Why has public policy in this country traditionally favored a competitive 
market structure? 

2. What forms of governmental intervention have evolved in the effort to estab- 
lish a market structure promotivc of the public welfare? 

3. Explain the needs which brought forth each of the following federal 

acts: the Sherman Act, the Clayton Act, the Federal Trade Commission 
Act, the Robinson-Patman Act, the Whcclcr-Lca Act, and the Anti-Merger 
Act of 1950. 

4. What ad\antagcs and disadvantages do you sec to the Trade Practice Con- 
ferences of the Federal Trade Commission? 

5. In what ways may the power of government to investigate business practices 
be of significance to public policy in the regulation of business? 
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GOVERNMENTAL RESTRICTIONS 
ON COMPETITION; CONSUMER 
PROTECTION; AND AIDS 
TO MARKETING EFFICIENCY 


GOVERNMENTAL POLICIES RESTRICTING COMPETITION 

I’hc traditional policy of the federal government, and generally of the 
state governments also, has been to maintain competition and eliminate 
monopoly. Where monopoly has seemed desirable, as in the case of trans- 
portation and public utilities, the grant of monopoly has been accompanied 
by public regulation. But along with this feeling that a competitive market 
structure was most likely to lead to the public welfare went a counter trend. 
Throughout the history' of antitrust legislation, there have appeared mis- 
givings about the efficiency of competition to give the best results in particu- 
lar areas of the economy. This has resulted in exemptions from the general 
policy of requiring competition, often to the point of contradictions in policy 
or actual reversals of policy. These have included various exceptions to the 
antitrust acts and governmental restrictions on competition in agriculture, 
labor, and in business. Some of the more significant of these restrictive policies 
will be discussed in this chapter,^ 

brief outline of some of the more important exceptions made at various times 
would include the following: 

A. Exceptions to the Antitrust Acts 

1. Webb'Pomcrenc Act of 1918 

2. Transportation Act of 1920 and succeeding acts 

3. Capper- Volstead Act of 1922 

4. Cooperative Marketing Act of 1926 

5. Clayton Act (labor and agriculture sections) 

6. Norris- LaGuardia Act of 1932 

(Continued on next page) 
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Goveramental Restriction on Competition in Foreign Trade 

From the start, of course, an important exception to the promotion of 
competition existed with the tariffs on imports. These interfered, often very 
seriously, with competition in foreign trade. 1 ariffs have frequently consti- 
tuted important protection behind which domestic producers have been able 
to operate unhampered by foreign competition. The other important exemp- 
tion in foreign trade resulted from the passage of the Webb-Pomerene Act 
of 1918. This legislation exempted from the Sherman Act associations 
organized for the sole purpose of engaging in export trade. Whatever arrange- 
ments were made, however, were not to be in restraint of trade in the United 
States and information was to be supplied to the Federal Trade Commission 
which it was hoped would prevent this. Actually, the supervisory role of the 
Commission was very limited during the first 35 years of the Act. In the 
last few years, however, it has begun to look more actively into compliance 
with the law.* Interestingly enough, the Act is so worded as to prevent unfair 
methods of competition against American competitors of such a cartel, but 
apparently unfair methods of competition are permissible against foreign 
competitors. The Act has been rather universally condemned by those favor- 
ing a competitive market on the grounds that an antimonopoly policy at 
home and the reverse abroad were bound to be self-defeating in important 
respects and sometimes in outright conflict with each other. 


7. National Labor Relations Act of 1935 and succeeding acts 

8. Agricultural Marketing Agreements Act of 1957 

9. Agricultural Ad)ustinent Act of 1933 and related succeeding acts 

10. National Industrial Recovery Act of 1933 

11. Robinson-Patman Act of 1936 

12. MillerTydings Act of 1937, McGuire Act of 1952, and state resale price 
maintenance (fair trade) acts 

B. Grants of Monopoly 

1. Public utility and transportation franchises 

2. Copyrights, patents, and trade marks 

3. Post office, public utilities, and other publicly owned monopolies 

C. Other Attempts to Limit Competition 

1. State loss-limitation (unfair practices) acts 

2. Discriminatory taxation 

a. Tariffs 

b. Oleomargarine taxes 

c. Taxes favoring intrastate business 

d. Antichain store taxes 

3. Interstate trade barriers. 

^Annual Report of the Federal Trade Commission (Washington, D.C.: U.S. Govern- 
ment Printing Office, 1959), pp. 65-6. 
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Governmental Restrictions on Competition in Agriculture 

Farmers have long considered themselves at a disadvantage compared with 
the rest of the economy. By organizing for political power, they have been 
able to obtain a good deal of special legislation designed to further their 
interests by relaxing in their favor the general public policy requiring competi- 
tion. The Clayton Act declared that nonprofit seeking associations of agricul- 
turists (or laborers) should not be “held or construed to be illegal conspiracies 
in restraint of trade, under the anti-trust laws.” 

Early Legislation. With the advent of the long agricultural crisis after 
World War I, there began a long series of special interest acts favorable 
to farmers. In 1922 the Capper-Volstead Act provided that farmers could 
act together in associations or corporations for the purposes of collectively 
processing, preparing for market, handling, and marketing their produce. 
The associations could have marketing agencies in common along with any 
necessary contracts or agreements to make them effective. The associations 
were exempted from the Sherman Act. As a precaution against antisocial 
action by any of the exempted associations the Secretary of Agriculture was 
given the power to intervene if “such association monopolizes or restrains 
trade in interstate or foreign commerce to such an extent that the price of 
any agricultural product is unduly enhanced thereby.” ® This legislation was 
merely permissive. In the Cooperative Marketing Act of 1926 the government 
began to take an active part in sponsoring agricultural cooperatives, and a 
number of national organizations were organized following the passage of this 
Act.* 

Agricultural Marketing Act of 1929. A very significant departure from the 
control of marketing by the impersonal forces of competition occurred with 
the passage of the Agricultural Marketing Act of 1929. This was the major 
effort of the Hoover administration to relieve the farmer from the low prices 
which had continued since World War I. It marked the first attempt in this 
country to plan and control a major section of the economy on a national 
scale. The Act provided for two main activities. One was the formation of 
the Federal Farm Board with a revolving fund of $500 million under which 

» Giving this power to the Secretary of Agricull. re rather than the Attorney General 
may not have been without purjjose, since there is no record that the Secretary has ever 
intervened. 

* It is interesting that this Act authorized agricultural cooperatives to exercise powers 
in handling statistical and other information in ways which had been denied to open-price 
trade associations. 
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a stabilization coiporation was to buy and sell commodities in the open 
market with the intention of stabilizing their prices. The second was to en- 
courage the federation of cooperatives in various commodity lines of produc- 
tion into national marketing cooperatives to whom large loans were made at 
low rates of interest 

The results were not successful. Too much faith was placed by the sponsors 
of the Act in the extent to which “orderly marketing” and holding "surpluses” 
off the market would be effective in raising prices. The fact was that the 
large volume produced at the time could not be sold at prices satisfactory to 
farmers, particularly with the further pressure on prices resulting from the 
depression. Holding surpluses off the market merely put off the evil day 
when they had to be sold. The Board attempted to have farmers produce 
less but had no effective means of controlling production and made no sug- 
gestions for alternative uses of their land. Consequently, farmers did not 
curtail production. 

Agricultural Adjustment Act of 1933 and Succeeding Years. With the 
beginning of the Roosevelt administration, and under the influence of the 
great depression, much of the marketing legislation undertook to remove 
various areas of the economy from the influence of competition. In the field 
of agriculture the new administration introduced the Agricultural Adjust- 
ment Act of 1933. The sponsors of this Act recognized the shortcomings of 
the Agricultural Marketing Act, and the new Act provided means to meet 
more effectively some of the problems the former Act had failed to solve. In 
particular the various acts since then have recognized what every successful 
monopolist has learned— that restriction of output is a necessary condition for 
effective maintenance of prices. 

A succession of acts, including the Agricultural Adjustment Act of 1933, 
the Soil Conservation and Domestic Allotment Act of 1936, and the Agri- 
cultural Adjustment Act of 1938, brought federal aid to agriculture to essen- 
tially its present situation. The objective is a goal of “parity prices,” until 
recently defined in the Acts as “that price for the commodity which will 
give to the community a purchasing power with respect to articles that 
farmers buy equivalent to the purchasing power of such commodity in the 
base period August, 1909, to July, 1914,” relatively a very favorable period 
for agriculture. 

However, over-all productivity in agriculture has increased faster than in 
the rest of the economy so that relative costs have dropped, and prices propped 
at such arbitrary levels have brought forth tremendous quantities of farm 
goods. The over-all objective, therefore, has shifted in fact to\frard “income 
parity,” and the definition of parity prices themselves is now related to a 
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moving average of prices of the ten years preceding the year in question. 
Thus the basic purpose of the farm programs has been to support farm in- 
comes in an efFort to keep the standard of living on farms rising along with 
that of the nonfarm population. 

Essentially farm aid today consists of two programs paid for by the gov- 
ernment. One is in the form of benefit payments made for the adoption 
of prescribed methods of soil conservation, including under the Soil Bank 
program the outright removal from production for varying periods of some 
lands. The larger part of farm appropriations, however, is used for a more 
direct subsidy of farm prices, primarily by means of nonrecourse loans to 
farmers in return for their agreement to reduce their acreage planted to 
the supported crop. Thus a cooperating farmer can bonow at whatever per 
cent of parity is specified at the time, say 75 per cent of the parity price, and 
pledge his crop for the loan. If the market price rises above the loan value, 
he may sell the crop, pay back the loan, and pocket the difference. If the 
market price falls below 75 per cent of parity, the farmer simply turns his 
crop over to the government in fulfillment of his debt and the loss is borne 
by the Depart nicnt of Agriculture. Non-cooperating farmers in some crop 
programs may receive no price support, or a lower one, for their output. In 
other cases quotas are compulsory after two thirds of the eligible farmers 
voting on the program approve the quotas. The major portion of this part 
of the price support program involves wheat, corn, and cotton, but currently 
17 other crops are covered. 

The other portion of the support program has been one of direct market 
purchase. This has been used for relatively perishable farm products which 
could not so ca.sily be stored such as eggs, butter, turkeys, beef, and pork. In 
this case the government attempts to boost market prices by removing the 
commodity from the market through purchases from processors or handlers. 
It then tries to dispose of these products through so-called noncompeting 
outlets such as school lunch programs, foreign aid, or poor relief. If they 
cannot be disposed of they arc stored if possible, or they may be destroyed. 
Output controls have not generally been imposed under these direct purchase 
programs. They have been used only intermittently, on a relatively small scale, 
and with indifferent success. 

The controls on supply under the acreage control programs have in fact 
not proved very successful. The reason is .iot that smaller supplies would 
not have raised prices and incomes. With inelastic demand for most agri- 
cultural products they would. The difficulty has been that the programs have 
not been sufficiently successful in restricting output. For one thing, farmers 
usually take their least productive land out of cultivation. More iplportant 
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has been the remarkably rapid increase in productivity in agriculture. Better 
fertilizer and land use methods, improved strains of plants and hybrid seed 
corn, and better equipment have all worked in the direction of maintaining 
output. In addition farmers have often used the land released from restricted 
crops to grow others such as soybeans and grain sorghums which compete in 
part with the restricted crops. Thus even though price supports have gradually 
been lowered, surpluses at the fixed prices have continued to build up. Over 
the last decade the government has bought up (mainly through the non- 
recourse loans) nearly one third of the wheat production and during the 
late fifties almost one half of the cotton crop. 

Agricultural Marketing Agreements Act of 1937. One other piece of legis- 
lation is interesting in indicating the degree to which competition has been 
restricted in the marketing of agricultural products. ITiis is the Agricultural 
Marketing Agreements Act of 1937. The Act has been widely used in the 
marketing of fluid milk and commercial fruits and vegetables. The Secretary 
of Agriculture is permitted ''to enter into marketing agreements with 
processors, producers, associations of producers, and others engaged in the 
handling of any agricultural commodity or product thereof. . . . The mak- 
ing of any such agreement shall not be held in violation of any of the anti- 
trust laws of the United States.’' Such agreements become binding on all 
producers or handlers of the commodity if it is approved by two thirds of 
the producers. In the various agreements which have Ix^en executed, methods 
have been devised to limit the total quantity of a commodity which may 
be marketed; to allocate the amount which each handler may purchase from 
producers and the amount which he may market; to determine the size of any 
surplus and what shall be done with it; and to establish pools for any com- 
modity, and determine the distribution of the net return from their sale. 

It is evident from this description of the intervention of government in 
agrieulture that a large segment of the American economy has been removed 
from the sphere of competitive activity. While these production and market- 
ing controls are not in operation at all times for all farm products, they 
stand ready at any time for imposition when the forces of the market and 
competition threaten the price structure of agricultural products. Thus a 
large part of the economy has been legally cartelized and made subject to 
government planning and control. 


Governmental Restrictions on Competition in Business 

Exceptions from the competitive market structure in the production and 
marketing of manufactured products by government action have not been 
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so generally made. Nevertheless some important departures have occurred, 
some temporary and some of long standing. 

Restrictions on Competition by Means of Patents. The patent system 
seems to be an essential part of a private enterprise system since it protects 
the inventor from having the benefits of his efforts appropriated by others. 
The patent laws, as distinguished from the patent system, have been subject 
to serious criticism, however.® While the objective of these laws is, of course, 
to give a limited monopoly on the process involved, it is held that the present 
patent laws have operated to enhance the very type of monopoly which 
the antitrust laws were designed to prevent. The courts have ruled that the 
granting of a patent docs not exempt the holder from the antitrust laws, 
but in practice it has proved very difficult to draw the line as to where the 
rights granted by patent law end and the limits prescribed by antitrust law 
begin. Thus firms already in a powerful legal and financial position may be 
able to prevent others from entering the field by withholding the use of 
patents, or by threatening holders of related patents with infringement suits 
and endless litigation, or several firms may pool their resources by cross- 
licensing arrangements and combine to prevent outsiders from entering. 
Patents may be used in attempts to control marketing arrangements by 
prescribing the quantity that licensees may produce, the territories in which 
they may sell, the customers to whom they may sell, or by requiring them to 
buy unpatented products as a condition to the purchase of patented products, 
and similar practices. 

Restrictions on Competition under the National Recovery Act of 1933. 
During the depression of the thirties the government took the initiative in 
industry, as it had in agriculture, in removing many restrictions on monopoly 
practices. Among the acts affecting marketing during this period were the 
Millcr-Tydings Act, the Robinson-Patman Act, the Bituminous Coal Com- 
mission Act, the Petroleum Conservation Act, the Sugar Control Act, and 
the National Industrial Recovery Act. 

The National Industrial Recovery Act of 1933 was the outcome of a 
rather complicated political bargain by which important rights were granted 
to organized labor in return for substantial rights of business self-govern- 
ment. Under the law, industries were to establish code authorities— usually an 

® See Patents and Free Enterprise, Temporary National Economic Committee, Mono- 
graph No. 31, 1941; Corwin D. Edwards, Maintaining Competition (New York: McGraw- 
Hill, 1949), Chap. 6; Anti Tmst Problems in the Exploitation of Patents, Subcommittee 
of tire Judiciary, House of Representatives, 84th Congress, 2nd Scss. (Washington, D.C.: 
U.S. Government Printing Office, 1957); and Floyd L. Vaughan, The United States Patent 
System (Norman: University of Oklahoma Press, 1956). 
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existing or newly constituted trade association— which was to write a ‘'code 
of fair competition'' to prescribe minimum wages, prices, and standards of 
competition for the industry. The Act specifically provided that actions 
taken under the codes “shall be exempt from the provisions of the anti-trust 
laws of the United States," although the codes had to be approved by the 
administrator of the Act, and elaborate arrangements were made to enforce 
compliance. Before the Act was declared unconstitutional in 1935, some 
seven hundred codes had been established. Many of these organizations saw 
an opportunity to solve some of their marketing problems and wrote into the 
codes provisions designed to establish minimum prices or prevent price 
cutting. Tliese were often linked with prohibitions against sales below cost, 
controls on output and even sometimes on the creation of added productive 
capacity, and the prevention of misleading advertising and other practices 
considered to be unfair methods of competition. 

The ideas embodied in the National Recovery Act have had a relatively 
long history in connection with the idea of self-government by business in 
the public interest. Many industries at one time or another have complained 
that competition in their field was excessive, cutthroat, or destructive and 
must be regulated if the public interest in a healthy industry is to be met. 
The basic approach of the antitrust laws had been to prevent self-government 
by business for fear that it would result in monopolistic action, and when 
the laws were relaxed under the NRA it became evident that the fears were 
well founded. Perhaps the major lesson of this remarkable episode is that 
it is very easy to identify one's own business self-interest with the public 
interest. 

Modifications- of the Antitrust Laws. It has already been pointed out 
that the field of agriculture has been removed from the limitations of the 
antitrust laws in many respects. Two modifications largely affecting marketing 
by business have also been made to these laws in the Robinson-Patman Act 
of 1936 and the Miller-Tydings Act of 1937.® The Robinson-Patman Act is 
an amendment to the Clayton Act designed to strengthen the prohibitions 
on price discrimination. While the effects of this law on the whole may be 
to improve the plane of competition, it does tend to prevent many practices 
which were formerly considered the natural and legitimate outcome of com- 
petition. ITie Miller-Tydings Act, and the subsequent McGuire Act of 1952, 
exempted from the antitrust laws contracts for resale price maintenance in 
interstate trade where price maintenance was permissible within the states 

* These two Acts may also be considered as representing in some degree an attempt 
to carry on that part of the National Recovery Act which regulated trade practices and 
unfair competition. 
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concerned. The law resulted in a considerable increase in the use of resale 
price maintenance.^ 

Under the Small Business Acts of 1953 and 1958 cooperation among small 
businesses for various purposes is authorized and given antitrust immunity if 
approved by the Attorney General. Thus such firms may set up corporations 
to obtain raw materials and equipment cooperatively or they may join to- 
gether to undertake research or to exploit patents. Likewise collective ar- 
rangements among small businesses contributing to national defense are 
exempted. 

Limitations on Ck)mpetition by the States. During the depression period 
of the thirties, several movements arose in the states to protect some areas of 
business from what was regarded as too severe competition. These included 
the loss-limitation laws and resale price maintenance laws previously dis- 
cussed in Chapter 28 and the antichain store taxes treated in Chapter 12. 
More recently a few cities have tried to penalize supermarkets with heavy 
taxes. Many states have also enacted antidiscrimination laws similar to the 
Robinson-Patman Act. 

In addition numerous laws have been passed creating barriers to interstate 
trade. It has often been remarked that an important reason for the great 
industrial development of the United States is the fact that we have the 
“greatest free-trade market area in the world.” This has resulted from the 
provision of the federal Constitution which provides that “No state shall, 
without the consent of the Congress, lay any imposts or duties on imports or 
exports, except what may be absolutely necessary for executing its inspection 
laws.” Unfortunately many states take advantage of the second part of this 
clause to introduce barriers to interstate trade which hamper this freedom 
of commerce among the states. The continued imposition of trade barriers 
could ultimately make large-scale production and regional specialization on 
the present scale impossible. While such an extreme result is unlikely, many 
businessmen have already found their operations severely hampered by such 
legislation. 

Most important in restraining trade between the states has been the use 
of the taxing power and the police power. Laws regulating and taxing com- 
mercial motor vehicles appear to present the greatest barriers to interstate 
trade. The imposition of taxes on trucks that enter a state is a common 
device. Such taxes are frequently very high and usually increase rapidly with 
the size of the truck. Other states require interstate truckers to pay mileage 
t ayps instead of registration fees, and these are often higher than the tax 

1 Both of these laws, along with judicial and legislative developments, are Discussed 
in detail in Chap. 28. 
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on intrastate trucks. Most of the states place limitations on the dimensions 
and weight of motor vehicles. Another device instituted by a number of 
states is the port of entry at which vehicles are inspected for the payment of 
fees, special mileage and gasoline taxes, equipment, weight, size restrictions, 
and insurance. 

The need of the states for added revenues has also led many of them 
to stretch as far as possible the application of their corporation income taxes 
to out-of-state corporations which merely solicit orders within the state with- 
out maintaining offices, plants, or warehouses within the state.® Such ex- 
tensions were approved by the Supreme Court in 1959.® 

This imposed a burden on interstate commerce for two main reasons, both 
of w'hich were stressed by Justice Frankfurter in his minority opinion. First, 
to meet the diverse requirements of, potentially, as many as 50 states, all 
with different rules, regulations, and formulas for taxing, will mean large 
increases in costs for bookkeeping, accounting, and legal advice. 'I’liis added 
cost might well be more than the cost of the taxes themselves and be enough 
to force many businesses, especially small and medium-sized firms, out of 
interstate commerce. Second, the effort of each state to devise formulas 
which will maximize its share of the available revenue may well iinolvc taxa- 
tion on more than 100 per cent of income, and together with the costs of 
litigation bound to arise, constitute a further burden on interstate commerce. 

The decisions created great concern among businessmen and others. As 
a result legislation has been passed by the Congress to alleviate the situation 
by excluding from such taxation income earned from the sale of goods by 
traveling salesmen or by indep^dent brokers when title is transferred and 
the sale consummated in another state. The Congress also established a 
commission to examine the situation further and to prepare legislation re- 
quiring uniform standards which the states must observe in imposing income 
taxes upon businesses engaged in interstate commerce.^® 

The potential significance of this action should not be underestimated. 
While the Constitution gives the Congress the power to regulate commerce 
among the states, it has never exercised this power in regard to the taxation 
of interstate commerce (except for two acts immediately following the Civil 
War). The action raises the possibility of further federal action in this vital 
area. 


® Paul Shidenski, '"State Taxes Threaten U.S. Common Market,’' Harvard Business 
Review, July-August 1960, pp. 61-3. 

® U.S. Supreme Court Decisions, Nos. 12 and 33, October Term, 1958, February 24, 
1959. 

10 Select Committee on Small Business, U.S. Senate, State Taxation of Interstate 
Commerce, Hearings, Parts 1, 2, and 3, April 8 to June 19, 1959. 
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Most of the states and many counties and cities provide for inspection 
of fluid milk, several requiring inspection of the source of supply; and in a 
number of states administrative officials are empowered to regulate the milk 
supply, detennine milk sheds and marketing areas, and fix milk prices. Many 
of these regulations arc necessary health measures, but it seems evident that 
they are sometimes arbitrarily enforced and cause unnecessary difficulties to 
out-of-state producers and shippers. Until recent years, many states placed 
restrictions on the sale of oleomargarine for the purpose of protecting state 
dairy interests and a few still do. These include the imposition of prohibitive 
taxes, labeling provisions, and attempts to limit ingredients to state products. 
In some states, for example, oleomargarine made from domestic crops pays 
reduced taxes or is exempt from taxes. The varied labeling provisions of the 
several states also introduce confusing elements in the interstate traffic in 
this product. 

In the interest of health, a number of states require certificates, permits, 
and notices of shipment of one kind or another from the states from whieh 
livestock is received, and sometimes a further inspection is required in the 
state of destination. Several states have grading laws which favor home-grown 
food products. For example, some state regulations make it impossible for 
any but home-produced eggs to be labeled as ‘‘fresh.'' State laws regulating 
standards, labeling, packaging, and grading of food produets vary between the 
states and, again, frequently favor the home product and add greatly to the 
difficulty of marketing. Some states have “state of origin" labeling require- 
ments designed to foster the use of domestic products. Elmbargo laws of vari- 
ous types are also found which arc designed to protect the home market for 
fruits and vegetables. These are sometimes enacted to prevent certain dis- 
eases or insects from coming into the state, but are often used primarily or 
in part for protection of home products. 

Ports of entr) arc also often used for inspection of plants, fruits, and vege- 
tables, and the enforcement of embargoes thereon. A very large number of 
rules and regulations affecting interstate transportation of nursery stock are 
in effect. All states have quarantine laws designed for protection against in- 
sects and plant diseases. Rules of inspection are often very strict, and over 
half the states require license fees for doing business within a state. Bonds 
must be filed in some states, and a number give quarantine powers to ad- 
ministrative officials which, it is alleged, arc often used to protect local 
interests. 

Under the twenty-first amendment to the federal Constitution, the states 
are free to discriminate against alcoholic beverages from other states; and a 
state may embargo alcoholic beverages from other states that discriminate 
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against its own. Over half the states levy lower license fees on manufacturers 
of alcoholic beverages who use home-grown products; some states allow lower 
taxes on such beverages when they are exported to other states; and several 
impose restrictions on imported beverages in one way or another. 

Many states have passed laws providing that preference shall be given to 
state-produced supplies and building materials when used in state institutions 
and public works. Sometimes these apply only to specific products such as 
coal, certain types of building stone, and textbooks. A few states restrict 
or prohibit the export of hydroelectric power as a means of forcing manu- 
facturers desiring to use the power to locate in the state. A number of states 
and municipalities offer special inducements, such as tax exemption, to bring 
new industries into the state or local community, and direct aid is some- 
times offered. Municipal ordinances often have the effect and are frequently 
designed to hamper or prevent the use of certain materials which come from 
outside the state. Finally, firms incorporated in other states arc frequently 
subject to discriminatory taxes. 

It is evident that many of these laws are passed for entirely legitimate 
purposes. In such instances reasonable objections can be raised only because 
they are sometimes improperly devised and place an unnecessary burden 
on both state and interstate business, or because they vary so from state to 
state that it is difficult to keep track of them and to operate in a manner 
which meets the requirements of all the states in which a business is carried 
on. Other laws are ostensibly legitimate in character but are made more 
stringent than is necessary to carry out the avowed purpose. Yet others arc 
frankly intended to discriminate in favor of local industries. All such laws 
interfere with the. freedom of trade between the states and so hinder the 
most efficient development of industry and trade. Potentially these laws 
represent a serious threat to our economic standards of living and political 
unity. The main difficulties in correcting the situation arc, first, to determine 
what barriers are necessary and desirable because the good results offset the 
limitations they place on free trade and, second, to make sure that only 
such barriers remain in force. The former is difficult to determine, but the 
latter is far more difficult to achieve. 

GOVERNMENTAL EFFORTS TO PROTECT THE CONSUMER 

At least passing recognition is given by most persons to the idea that the 
fundamental purpose of an economic system is to supply goods^ and services 
to consumers. The test of its adequacy is its ability to meet the demands 
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and needs of the final consumer in the most efficient and economical way. 
Adam Smith, for example, said in The Wealth of Nations that “Consump- 
tion is the sole end and purpose of all production; and the interest of the 
producer ought to be attended to, only so far as it may be necessary for promot- 
ing that of the consumer.” ” Ideally competition is expected in our economy 
to lead businessmen to vie with one another to produce the goods which 
consumers want in the correct quantity and quality and at the least cost. Com- 
petition does seem to have this benefieent effect, but as pointed out in the 
previous chapter, continuous effort is necessary both to prevent monopolies 
and restraints of trade and to keep competition within the range of activity 
which will in fact benefit the public. 

Even these efforts have not been thought adequate in all cases to give the 
consuming public all the protection it needs. One additional type of pro- 
tection which has been thought necessary is direct protection to the con- 
sumer as a buyer. This consists of laws to prevent such things as adulteration, 
fraud, misrepresentation, and the sale of products harmful to health, and 
the establishment and enforcement of standards. 


Early Aets and Ineidental Protection 

Prior to the thirties there was little federal legislation designed to protect 
consumers. Until that time the major reliance was to depend upon the re- 
sults of government efforts to promote competition. In 1906 two laws were 
passed which afforded some consumer protection, the Pure Food and Drug 
Act and the Meat Inspection Act. While they were occasionally amended 
in part, there were no more federal laws specifically enacted for consumer 
protection during this period. However, some aids developed out of the activi- 
ties of various governmental departments. 

The Post OflSce Department has long prohibited the use of the mails in 
selling fraudulent goods. This has occasionally been useful, but of course the 
Department is not organized primarily to prevent such sales and these activi- 
ties have been almost incidental. 

The Bureau of Standards was established in 1901. In the present connec- 
tion its duties are to define weights and measures and set the standards for 
them. ITie enforcement of these standards is left to the states and municipali- 
ties. In recent years it has worked closely with the Federal Trade Commission 
to test products for conformity with advertising claims. 

uAdam Smith, The Wealth of Nations, Cannan’s ed. (London: Methuen, 1904), 
Vol. II, p. 159. 
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The United States Department of Agriculture 

The Department of Agriculture carries on a number of activities designed 
at least in part for the protection of consumers. Tlie Institute of Home 
Economics of the Department of Agriculture, while primarily concerned 
with such matters as methods of preparing food and with dietary require- 
ments, attempts to aid in the protection of the consumer by publishing 
buying guides which show important points to look for in clothing or food, 
and by studies of family budget problems. The Meat Inspection Division 
administers one of the oldest consumer protection acts, the Meat Inspection 
Act of 1906, and related Acts. The Division inspects all meat animals and 
meats which enter interstate commerce.^^ Inspection for disease occurs in 
transit, at the packing houses before slaughter, and again after slaughter. 
In addition, packing houses and storage houses are inspected for sanitary 
conditions. A voluntary grading service for meat is also available to packers re- 
questing it. 

Under the Agricultural Marketing Service, the Department has also 
established standards for many products, including grades for canned goods 
bought by consumers. These standards are voluntary, however, and with 
some exceptions such as The Great Atlantic & Pacific Tea Company and 
many consumer cooperatives, have not been widely used, except that sub- 
standard products must by law be- so labeled. 

Federal Food, Drug and Cosmetic Act of 1938 

Perhaps the most important area in which the federal government has 
intervened for the protection of the public is that covered by the federal 
Food, Drug and Cosmetic Act. The purpose of the original Act of 1906 
was to prohibit shipments of adulterated or misbranded foods and drugs 
in interstate commerce. It seems to have been reasonably satisfactory at the 
time it was passed. But with the passage of time more and more foods were 
sold in packages, new drugs were introduced which were dangerous unless 
properly administered, extravagant curative claims for worthless and harmful 
drugs continued and even increased, and the use of cosmetics, some of which 
were definitely harmful, increased. Administrative difficulties alsp developed 
in the enforcement of the original Act. Under these circumstances the demand 
for revision and for expansion of the scope of the Act became increasingly 
strong. The federal Food, Drug and Cosmetic Act of 1938 and the closely 

la Much meat does not enter interstate commerce. 
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related Wheeler-Lea Act passed at the same time were in a sense the cul- 
mination in the public sphere of a strong “consumer movement” which 
came to a head in the middle thirties.” 

The new Act, passed in 1938, defines drugs more broadly than did the 
original Act; includes therapeutic devices and cosmetics, except soap; and, 
in its adulteration and misbranding sections, covers many products that were 
not covered under the old law. Interstate traffic in adulterated or misbranded 
products subject to the law, in poisonous articles, in cosmetics which are 
harmful when used as prescribed on the label, and in food which may be 
injurious to health is prohibited, llierc are some exceptions, but in general 
these prohibitions are rather sweeping and spelled out in considerable detail, 
although in practice there still remain considerable administrative difficulties. 
There are also positive requirements. I'he administrator of the Act, for ex- 
ample, is authorized to set minimum standards of quality and fill of con- 
tainer for most packaged foods. Imitations and substandard products must 
be labeled as such. Standards of identity are also to be established to which 
foods must conform if sold under the common name for such foods; if no 
standards ha v'C been provided, the ingredients must be shown on the label. 
Artificial coloring, except in butter, cheese, and ice cream, and artificial 
flavoring and chemical preservatives in food must also be indicated on the 
label. 

An amendment of major importance was the Food Additives Act of 1958. 
Under this law firms proposing to use new additives must pretest them, show- 
ing to the satisfaction of the Food and Drug Administration that the chemi- 
cals will be safe in the amounts and under the conditions of intended use. 

The requirements for labeling drugs are even more stringent than those 
for foods. Variations from official standards of the United States Pharma- 
copoeia and the presence of habit-forming drugs must be shown on labels; 
active ingredients of nonofficial drugs must be listed; and, as with foods, the 
net weight must be shown. Control is also exereised over all printed material 
on containers and wrappers or enclosed in the container or shipped with it, 
or with articles “held for sale after shipment or deliver/ in interstate com- 
merce.” In the case of drugs, adequate directions for use must also accom- 
pany the product, and warning must be given against probable misuse. All 
the required information must be shown on the labeling in a form easily 
noticed and readily understood. Finally, new drugs can be sold in inter- 
state commerce only after permission is received from the Food and Drug 
Administration. 

13 See Chap. 7 for a discussion of the consumer movement and its contribution to 
the passage of the Act. 
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This Act, like many others, was a compromise. On one side were the old 
Food and Drug Administration and several “consumer groups” who wanted 
broader, more stringent legislation; and opposed were many manufacturers 
whose opposition ranged from objecting to any change in the old Act to 
objection to certain provisions.^* 

That the new legislation is a great improvement on the old law seems 
evident. Enforcement has been much more successful both because the law 
itself is more comprehensive than its predecessor, and because the enforce- 
ment provisions are better conceived. In particular the injunction can now 
be used to enforce prohibitions, whereas formerly it was necessary to resort 
to the slow, relatively ineffective, and more expensive method of seizing 
interstate shipments of prohibited goods. Some critics of the earlier law also 
believe that the shift of the administration of the Act from the Department 
of Agriculture to the Federal Security Agency may have improved adminis- 
tration. ITie reasoning is that control over foods, and over poisonous spray 
residue on fruits and vegetables in particular, is more effectively carried on 
under an agency which is not interested primarily in the production and 
sale of farm products.^ 


The Wheeler-I^a Act of 1938 

Closely related to the federal Food, Drug and Cosmetic Act are certain 
sections of the Wheeler-Lea amendment to the Federal Trade Commission 
Act. These give the Commission authority to prohibit false advertising, 
other than labeling, of food,. drugs, cosmetics, and therapeutic devices. 
Labeling is omitted because it is under the jurisdiction of the Food and Drug 
Administration. 

A “false advertisement” is defined in the law as one which is “misleading 
in any material respect,” and an advertisement may be “misleading” not 

Businessmen quite generally, and quite naturally, oppose any restrictions on their 
own aetivities. Ihe following statement is interesting as bearing on a common attitude 
toward government officials. It is particularly interesting in its bearing on this Act and 
on the Wheder-Lea Act. 

‘'Government employees have long been engaged in broadly valuable and necessary 
social and economic tasks. Why they should have incurred the animus of people who had 
no distaste for those who worked in private industry writing false advertising, manufacturing 
frauds, marketing worthless securities at forced prices, selling useless equipment or faulty 
machines, it is difficult to say. Such workers were far greater parasites upon the public 
purse than government employees. At least no inefficient government clerk tnade and sold 
a dangerous cosmetic containing rat poison.” T. Swann Harding, “Ouri Federal Civil 
Service,” Harvard Business Review, January 1935, p. 164. 

llie Food and Drug Administration administers, in addition to the; federal Food, 
Drug and Cosmetic Act, the related Tea Importation Act, Import Milk Act, Caustic 
Poison Act, and the Filled Milk Act. Further information may be obtained from the 
Annual Reports of the agency. 
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only as to representations ''made or suggested by statement, word, design, 
device, sound, or any combination thereof,*' but also if it fails to reveal 
facts with respect to consequences which may result from the use of the 
commodity "under the conditions presented in said advertisement, or under 
such conditions as are customary or usual." Thus advertisers may be guilty 
not only for sins of commission but also for sins of omission. To disseminate 
a false advertisement is declared to be an "unfair or deceptive act or practice 
in commerce." Moreover, if the Commission has reason to believe that any- 
one is intending to use false advertisements of a food, drug, device, or 
cosmetic, the Commission is empowered to bring an injunction suit in the 
appropriate district court to prevent the action. Finally, if the false advertise- 
ment may result in a use of the commodity advertised which is injurious to 
health, or if there is an intent to defraud or mislead, the Commission may 
certify the facts to the Attorney General for prosecution. 

This part of the amended Federal Trade Commission Act obviously ties 
in closely with the objectives of the Food, Drug and Cosmetic Act, and 
many persons advocated its administration by the Food and Drug Adminis- 
tration. Oft the other hand, the Federal Trade Commission had been at- 
tempting to control certain types of advertising in its efforts to eliminate 
unfair methods of competition and desired to administer all legislation against 
fraudulent advertising. It is a question whether the separate efforts of two 
governmental agencies, one dealing with labeling and one with all advertis- 
ing except labeling, can be as effective as would one agency covering all 
labeling and advertising of the products enumerated in the two laws. 

The Federal Trade Commission has proceeded with the administration 
of the provisions of the Wheeler-Lea Act rather vigorously by means of a 
number of stipulations and cease and desist orders. In fact, the Commission 
has stated that, "From a numerical standpoint, deceptive practices account 
for the largest percentage of the Commission's work." The requirement 
that an advertisement be misleading in a "material" respect may ultimately 
prove to be restrictive of the effectiveness of the law if the courts should 
prove inclined to be restrictive in their interpretation of the wording. How- 
ever, so far businessmen have shown little inclination to disagree with the 
opinions of the Commission on what constitutes false or misleading advertis- 
ing. Most of the interpretation of the law has been built upon stipulations 
in which the firms concerned have agreed voluntarily to cease and desist 
from the unlawful practices concerned. Thus the courts have had relatively 
few occasions to pass upon the law. 

Annual Report of the Federal Trade Commission (Washington, D.C.: U.S. Gov- 
ernment Printing Office, 1956), p. 37. 
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Since the passage of the Wheeler-Lea Act, the Commission's activities in 
the field of advertising seem to have gradually brought about some improve- 
ment in the content of advertising, particularly written advertising. Writers 
of copy in the fields explicitly covered by the Act are more careful not to make 
claims which cannot be supported by satisfactory evidence, and not to leave 
out aspects of the product which are relevant to its proper use. In fields not 
specifically covered by the wording of the Act it is less clear how far the 
jurisdiction of the Commission extends and the effects are less noticeable.^^ 
Television in particular has created difficulties since the picture may give 
an implication not specifically claimed in the spoken commercial, but which 
may in fact constitute the major impact of the total advertisement— c.g., an 
announcer may don a white coat and deliver his spiel in what appears to be a 
physician's office, but still make no specific claim to be a physician and no 
specifically untruthful claim about the product.^® 


Special Product Acts 

The Federal Trade Commission administers several acts aimed at mis- 
leading, deceptive, or dangerous practices in the sale of textile and fur prod- 
ucts.^® The Wool Products Labeling Act of 1939 was passed to meet a chaotic 
situation in the industry in which “descriptive" labels used in the industry 
to describe the content and type of wool had come to have little relation to 
reality. Misleading practices commonly included such things as selling prod- 
ucts containing reused wool as new wool, claiming that part wool products 
were “all wool," and that products with no wool except thread for stitch- 
ing button holes were “part wool.'' The law authorizes the Commission to 
require manufacturers to use factual labels showing the per cent of wool 
and other fibers used and whether the wool is virgin, reprocessed, or reused. 
The Textile Fiber Products Identification Act of 1958 essentially extends the 
requirements of the Wool Products Labeling Act to other fibers, while the 
Fur Products Labeling Act of 1951 is designed to prevent misrepresentation 
and deceptive practices in the fur industry. Finally, the Flammable Fabrics 
Act of 1953 is intended to protect the public from hazards growing out of 
the sale of highly flammable clothing. 

See William F. Brown, “Tlie Federal Trade Commission and False Advertising,'' 
Journal of Marketing, July 1947, pp. 38-46, and October 1947, pp. 193-201; and 
“Federal Laws Affecting Advertising — An Up-to-Date Review," Printers* Ink Advertisers* 
Annual, 1955 (New York: Printers' Ink Publishing Company, 1955), pp. 474-6. 

^*A number of interesting examples are found in House Committee op Government 
Operations, Reports on False and Misleading Advertising, 85th Congress, 2nd Sess., 1958, 
House Report Nos. 1372, 2553, 2667, and 2668. 

For a fuller discussion of these Acts see Chap. 7. 
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State and Local Laws Protecting the Consumer 

Direct protection of consumers by state and local governments is relatively 
limited. Perhaps the most widespread activity carried on by the states is the 
enforcement of standards of weights and measures. While it is the responsi- 
bility of the federal government to establish these standards, enforcement is 
left entirely to the states. In about equal numbers the states sometimes do it 
themselves, sometimes in cooperation with local governments, and some- 
times enforcement is delegated entirely to the localities. 

Another widespread activity of the states in the protection of the public 
is the adoption by most of the states of legislation controlling intrastate 
advertising. The majority of these states have adopted the model law written 
and promoted by the advertising magazine Printers' Ink in 1911 or modifica- 
tions of that law. In general these laws prohibit statements which are untrue, 
deceptive, or misleading. These laws apply mainly to local newspapers and 
radio stations.^® 

Some stall, administer sanitary’ and health codes. These laws establish the 
conditions under which perishable products, such as dairy products, meats, 
and bakery goods, and products directly affecting health, such as drugs, may 
be marketed in the state. Municipal activities are numerous in total, but 
examples of most types of protection offered by cities are rather scattered. 
The main exception to this is the sanitary code. Like state legislation on 
this subject, the codes deal with the conditions under which perishable prod- 
ucts and drugs may be marketed. Mention should also be made of New 
York City's Consumers' Service Division of the Department of Public 
Markets, Weights, and Measures. Ibis bureau actively disseminates informa- 
tion to housewives of food bargains and similar items. 


GOVERNMENTAL EFFORTS TO INCREASE 
MARKETING EFFICIENCY 

Another aspect of the feeling that competition alone cannot bring the 
best results for the public is the action of government in trying to increase the 
efficiency of the marketing process. These include various requirements and 
services such as the establishment and enforcement of standards, financial 
assistance, research, information, inspection, and regulative activities. The 
justification for these activities is that they assist the marketing process to 

20 See 'TFs Truth in Advertising Law 40 Years Old Today," Printers* Ink, November 
16, 1951, p. 46, which includes the story of the development of the law together with 
the complete text. ^ 
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bring goods to the final consumer at a lower cost than would be the case with 
unaided competition. 

Like all aspects of the relationship of government to marketing, govern- 
mental efforts to increase marketing efficiency have undergone a gradual 
increase over time. These efforts are designed to reduce the cost of marketing 
by increasing the technical efficiency with which it is carried on. They do this 
by providing those standards, information, and regulation necessary to effec- 
tive marketing which the unaided competitive system could not be expected 
to supply for itself. Fundamentally they are all intended to further the 
effectiveness of the competitive system in supplying the goods and services 
demanded by the public. 

Many of these activities have been described in previous chapters. It is 
not always possible to distinguish between efforts that promote efficiency in 
marketing, or other aids to business, and those designed to control marketing 
operations. Activities designed primarily to control business operations may 
also promote efficiency and those designed to promote efficiency, often of 
necessity, involve control. This overlapping of objectives will be evident as 
the discussion proceeds. 


Commonly Accepted Activities 

Much governmental effort designed to promote marketing efficiency is 
now largely taken for granted. It is evident that many of these activities arc 
also at least partially regulative, and that sometimes regulation is the chief 
objective. Laws covering the rights of private property, the law of contracts, 
sales, and negotiable instruments, the privilege of incorporation, monetary 
and banking systems, the control of weights and measures, patent, copyright, 
and trade-mark regulations, and the regulation of public utilities, for example, 
fall into this class. 


Establishment of Commodity Standards 

The establishment of commodity standards in various fields has been 
one of the most important areas of government intervention to aid the 
marketing process. The topic has been discussed extensively in' Chapter 25. 
In addition to the direct aids to standardization there considered, the federal 
government aids the private standardization of products through the registra- 
tion of trade-marks at the Patent Office of the Department of Commerce. 
Th^e assist firms to market their products by having the trade-mark asso- 
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ciated in the consumers' mind with a given standard of quality and service. 
In addition the Lanham Act of 1946 administered by the Federal Trade 
Commission provides for the registration and legal protection of trade-marks. 

Federal Regulation of Commodity Exchanges 

The standardization of commodities is an obvious aid to the effective 
functioning of the commodity exchanges. In addition the federal government 
has stepped into the direct regulation of a number of the major commodity 
exchanges. This began with the Cotton Futures Act of 1916 which provided 
for federal classification of all cotton intended for delivery on future con- 
tracts, and the Grain Futures Act of 1922 to discourage price manipulation 
and corners. These Acts were amended several times and finally brought to- 
gether under the Commodity Exchange Act of 1936. This Act, administered 
by the Commodity Exchange Authority of the Department of Agriculture, 
increased the jurisdiction to the supervision of the trading on 16 so-called 
contract markets now covering such products as wheat, corn, cotton, and 
some 20 others, llie Authority also acts to prevent price manipulation and 
the dissemination of false and misleading crop and market information, to 
protect hedgers and other users of the. futures markets against fraud and 
manipulative practices, to provide information to the public on trading opera- 
tions, and to insure membership privileges on commodity exchanges to co- 
operative associations. 

In addition the Agricultural Marketing Service administers three other 
acts giving important assistance and regulation to the marketing of agricul- 
tural products. The Packers and Stockyards Act (1921) authorizes the estab- 
lishment of reasonable and nondiscriminatory practices among the companies 
which operate stockyards at terminal markets. The Peiishable Agricultural 
Commodities Act (1930) regulates the ser\ices of brokers and commission 
merchants handling perishable farm products. It prohibits such things as 
fraudulent charges; unjustified rejection or failure to deliver; discarding, 
dumping, or destroying products without reasonable cause; making for a 
fraudulent purpose any false or misleading statement concerning condition, 
quality, quantity, disposition, or market conditions; and tampering in any 
way with the report of a federal or state inspc* tion. Finally, the United States 
Warehouse Act (1916) fixes the conditions under which licensed warehouses 
must handle specified farm products. Commodities stored must meet federal 
grading standards, and the Act provides for the enforcement of proper storage, 
frequent inspections, and careful control of the use of warehouse receipts. 
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Government Research in Marketing and Marketing Statistics 

The research and statistical services of the federal government have de- 
veloped enormously in recent years.^^ Private agencies have done much in 
this area. Nevertheless, the government can perform many services of this 
type more effectively because it has more adequate financial resources and 
because government agencies are sometimes given the legal authority to 
collect information from private firms. Even where no legal authority is 
available, businessmen will often give information to the government which 
they would not give to a private agency because of the confidential manner 
in which the information is handled and firm identity is concealed.** 

Two other important sources of information on the marketing of manu- 
factured products may be mentioned. The Board of Governors of the Federal 
Reserve System publishes data on department store sales and inventories, 
and statistics on the credit operations of various types of stores and on instal- 
ment credit and the extension of consumer credit by banks and other financial 
institutions. The Bureau of Labor Statistics of the Department of Labor 
collects information on employment, price trends, and costs and standards 
of living. 


Financial and Direct Assistance to Marketing 

Financial assistance and direct assistance to those engaged in marketing 
have been particularly prominent in the field of agriculture. P'or example, the 
various activities of the Agricultural Adjustment Administration and its 
successor agencies' have at least intended to assist in the marketing of fann 
products. Whether they tend on balance to increase marketing efficiency is 
at least questionable. The Farm Credit Administration has the broad aim of 
a complete and coordinated system of credit for agriculture, including farmers 
and their cooperative marketing, purchasing, and business service organiza- 
tions. Among its activities which are particularly relevant to marketing are 
the Federal Intermediate Credit Banks which make loans to or rediscount 
paper for institutions (both government sponsored and private) which finance 
the marketing of crops or livestock, and the Banks for Cooperatives which 
loan to farmers' cooperative marketing, purchasing, and busines? service asso- 

21 Certain aspects of the supply of market information in particular are considered 
in detail in Chap. 24. 

22 An extreme example of this occurred dunng World War II when a government 
agency reported price indexes which showed the effect of black market prices. The Office 
of Price Administration wished to obtain the names of the firms breaking the law but 
was refused on the grounds that this would violate the confidence of the firms involved. 
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ciations. Again, the h’armtT Cooperative Service also gives direct assistance to 
farmer cooperatives. It conducts research studies and service activities relating 
to problems of management, organization, merchandising, costs, and sales; 
confers and advises with the officers of these associations; and actively dis- 
seminates information on cooperative principles and practices. 

Another field of direct assistance is the publication by government agencies 
of pamphlets advising persons in both agriculture and business of superior 
methods of marketing. The Departments of Agriculture and Commerce have 
been particularly active in this field. Much '^how-to-do-it'" information on 
various retail and ser\'ice lines has been published by the Small Business 
Administration. It also provides financial assistance under certain conditions 
to small businesses which are unable to obtain needed funds from private 
sources. In addition it charters and makes loans to small-business investment 
companies. Likewise, the State Department and Department of Commerce 
and Department of Agriculture have all been active in assisting businessmen 
to market their products abroad. 


State and Local Assistance to Marketing 

State, and particularly local, assistance to the marketing of manufactured 
products has been relatively limited. All of the commercially important states 
have passed the Uniform Warehouse Receipts Law which governs the nature 
and form of receipts issued by public warehouses to their customers. It fixes 
the rights and obligations of the warehouser and the customer and also in- 
creases the negotiability of warehouse receipts. Tire usefulness of enforce- 
ment of standards of weights and measures, and of sanita’^^ codes has already 
been discussed in this chapter. States and local governments also aid in 
establishing standards for many classes of business and professional men 
through their licensing activities. These include licensing of dealers in liquor 
and tobacco products, pharmacists, barbers, beauty parlor operators, cold 
storage warehouses, and dealers in dairy products. Many cities have also under- 
taken to establish local markets for important commodities or to provide 
better locations and improved facilities. In addition many state universities 
have established bureaus of business research. These have gathered statistical 
data and made studies relevant to marketing problems within their states and 
have often acted as consultants to business* ncn. 

The states have been most active in assisting in the marketing of agricul- 
tural products. Many states have established departments of marketing or 
agriculture, and through agricultural experiment stations and schools of 
agriculture at the state land grant universities have extended substantial 
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assistance to farmers and others concerned with marketing farm products. 
Many states have also passed special incorporation statutes authorizing farmer 
cooperatives to incorporate, using the basic cooperative principles which, 
under many regular state incorporation acts, are illegal. 

There is no general agreement on the limits to which the state may 
properly go in its efforts to carry on activities to assist in making business 
operations more eflScient. This type of activity is in the tradition of our 
competitive economy since it is designed to make the economy more efficient 
in performing its functions. Presumably this would suggest a cost criterion 
for the limits. If the government can for one reason or another supply assist- 
ance to business more cheaply than business could supply that service to it- 
self, then it is a proper activity of government. This criterion is easier to state 
than to administer. All that can safely be said is that many of these activities 
are necessarj' to the smooth functioning of business operations, and that they 
are most likely to increase in scope as time goes on. 


QUESTION FOR DISCUSSION 

In the United States wc have traditionally favored competition as the way 
to assure that our production and marketing system is most effective in supplying 
the goods and services demanded by the public. Much governmental effort goes 
into preventing monopoly and preserving competition. Yet much governmental 
effort also goes into insulating portions of the economy from the full effects of 
competition, to protecting the consumer from certain results of competition, and 
to interventions in the competitive system designed to bring about greater effi- 
ciency in marketing than competition unaided might be expected to bring. Ex- 
plain in general terms what considerations have led public policy to intervene 
or supplement competition in these three general ways. Pick one or two examples 
of each type of intervention and tell why you think on balance the results were 
helpful or harmful. 


SELECTED BIBLIOGRAPHY 

Anderson, O. E., Health of a Nation (Chicago: University of Chicago Press, 1958). 
Annual Report of the Federal Trade Commission (Washington, D.C.: U.S. 

Government Printing Office, published annually). 

Anti-Trust Problems in the Exploitation of Patents, Subcommittee of the Judi- 
ciary, House of Representatives, 84th Congress, 2nd Sess. (Washington, D.C.: 
U.S. Government Printing Office, 1957). 

Benedict, Murray R., Farm Policies of the United States, J790-J950 (New York: 
Twentieth Century Fund, 1953). 

, and O. S. Stine, The Agriculturd Commodity Programs (New York: 

Twentieth Century Fund, 1956). 



Restrictions, Protection, and Aids to Marketing Efficiency 653 

Columbia Law Review, “The Regulation of Advertising,” November 1956, pp. 
1018-1111. 

Committee for Economic Development, Program Committee of the Research 
and Policy Committee, Toward a Realistic Farm Program (New York: Com- 
mittee for Economic Development, 1957). 

Morgan, James N., Consumer Economics (Englewood Cliffs, N.J.: Prentice-Hall, 
1955). 

Report of the Secretary of Agriculture (Washington, D.C.: U.S. Government 
Printing Office, published annually). 

Vaughn, Floyd L., The United States Patent System (Norman: University of 
Oklahoma Press, 1956). 




Vll 

MARKETING COST AND 
EFFICIENCY 




. THE COST OF MARKETING 


The social value of marketing activity has always been subject to con- 
siderable question by the general public. In contrast, the value of manufactur- 
ing and agricultural activity has been readily accepted. The giant factory con- 
taining millions of dollars’ worth of machincr\% equipment, and tools and 
employing thoL^auds of workers is an impressive economic entity. To the 
ordinary person this represents a complex and expensive enterprise, and it 
seems almost a miracle that the finished product can be produced as cheaply 
as it is. 'riic work of agricultural production is also highly regarded. Although 
the investment in buildings and equipment is not so impressive as in the 
case of manufacturing, the investment in land is great. And it is obvious to 
all that much hard work and a substantial amount of time is required to 
grow wheat or cotton and to raise livestock. 

In contrast, the work of marketing does not appear to be so impressive. 
I'lie average person’s principal contact with marketing is through the retail 
store and through advertising. Neither is a particularly effective spokesman 
for the marketing system. Much of the expenditure for advertising appears 
to the average person to be wasteful, lliere is a tendency to forget about the 
advertising messages that led to satisfactory buying decisions and to remember 
those that were trite and in poor taste. Likewise, one tends to forget the many 
successful shopping trips that were made to retail stores and to remember 
those which resulted in frustration because of the incompetence of a sales- 
person or an out-of stock situation. In any ease, the average retail store is not 
so impressive an economic entity to the casial observer as is the modern 
factory. 

Much of the work of marketing, moreover, is carried on behind the scenes. 
The average shopper in a supermarket gives little thought to the question, 
'‘How did all of these products get here?” She does not think of the nuinerous 
agencies and people that were needed to place a particular product in a par- 
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ticular shelf location. She is likely to be only vaguely aware, if at all, of the 
work of wholesalers and warehousemen. She realizes, of course, that goods 
must be transported but has no idea of the cost involved. In other words, she 
has virtually no realization of the many marketing activities that were neces- 
sary to bring the products she buys to a convenient place of purchase. She 
does realize, however, that these products cost more than she would like to 
pay, or more than they did last week, or more than they do in a nearby larger 
city. Thus she concludes that marketing costs too much. 

As a result of this type of criticism and because of the low esteem in 
which marketing has been held by many laymen, marketing economists have 
devoted considerable attention to the question of marketing costs and effi- 
ciency. They have estimated the total cost of marketing for the entire economy 
and for specific products. They have compared marketing costs with the costs 
of extraction and manufacturing. They have studied the historical trend of 
marketing costs to determine whether costs have increased or decreased over 
time. They have attempted to compare the productivity of marketing with that 
of extraction and manufacturing. And they have considered at sonic length 
the problem of how to measure marketing efficiency. Before further discussion 
of the results of these studies, however, it is necessary that certain terms be 
defined and basic concepts understood. 

BASIC CONCEPTS 
The Concept of Marketing Cost 

What the cost of marketing is depends upon how marketing is defined. 
Essentially a distinction must be made between marketing on the one hand 
and growing, extraction, processing, and manufacturing on the other. These 
latter activities may be designated as “production.” They have to do with 
substance and form utilities, as distinguished from the creation of time, place, 
and possession utilities, which is called “marketing.” * But, having made this 
basic distinction between production and marketing, it is still not necessarily 
easy to distinguish between the two, either conceptually or in ptactical analy- 
sis. For example, the harvesting of grain is normally assumed to be a produc- 
tion activity, and the picking of fresh fruits would appear to be|an analogous 
operation. But various studies of the cost of marketing apples hav^ classified the 

iln the economic sense, marketing is considered a part of productimi, but it seems 
desirable here to continue to use "production” in the narrower sense and thus to provide 
a distinction between marketing activity and other types of economic activity. See the dis- 
cussion in Chap. 1 including footnote 8. 
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expenses of picking as a marketing cost. Another example of the problem is 
to be found in meat packing and retailing. Many retailers of poultry and 
meat perform some processing operations, but it is impossible as a practical 
matter to separate the cost of such activities from the regular costs of retailing. 
Accordingly, there is a tendency to classify these processing operations as 
marketing expense if they are performed by retailers but as production ex- 
pense if they are perfomied by the regular packers. 

These particular problems of classification, however, arc somewhat minor 
in importance and do not necessarily affect substantially the results of cost 
studies, 'rhe more important over-all problem is to define marketing costs 
and then to obtain the necessary cost information. Thus marketing costs 
include the outlays made for marketing purposes at farm and local shipping 
points and at the mine, forest, and factory; the outlays made for transportation 
and storage as products move to market; the margins obtained by the various 
wholesale middlemen and the marketing expenses incurred by producers who 
market their own products; the costs of retailing; in fact, all of the expenses 
involved in Hie performance of the marketing functions regardless of the 
agency which actually performs them. Obviously, such information is difficult 
to obtain. In practice, the cost of marketing a commodity is often measured 
roughly by the difference between the price received by its producers and 
the price paid for it by final consumers. TTiis difference thus includes all 
marketing expenses, including transportation charges, of the marketing agen- 
cies. It also includes entrepreneurial profits, which are necessary to keep these 
agencies in the business of supplying marketing services, and which therefore 
are properly regarded as a marketing cost. 

But this difference or spread between producer price and consumer price 
is not an entirely accurate measure of marketing cost, because it does not in- 
clude the marketing expenses of the producer. In the case of agricultural prod- 
ucts, the omission may not be a serious one. Since marketing costs which 
take place at the farm are difficult to measure with accuracy, and since they 
are usually small in amount, the price paid the farmer for his product at either 
the farm or local shipping point is usually considered as a remuneration for 
the cost of production, and marketing expenses arc considered as beginning 
at this point. In some cases, it may be conect to use the same basis in measur- 
ing the cost of marketing manufactured goods, for example, when a manu- 
facturer supplies assembly parts to another manufacturer under a long-term 
contract. But in most instances manufacturers exert a considerable amount of 
marketing effort, and it is definitely inappropriate to ignore their marketing 
expenses. In many cases, the marketing effort of manufacturers is substituted 
for that of regular wholesalers and retailers. Even when this is not Ae situa- 
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tion, the marketing costs of manufacturers may be quite large in relation to 
sales volume. Therefore, any reasonably accurate study of the cost of market- 
ing should add the marketing costs of manufacturers to the difference be- 
tween producer price and consumer price. Even this approach ignores some 
marketing costs, including those of the consumer-buyer, but it is probably as 
accurate an approach as can be devised considering the present status of 
statistical information on costs and prices. 

Value Added by Distribution * 

The advancement of the concept of value added by distribution, or mar- 
keting, during the fifties is in part at least an effort to place marketing costs 
in a more favorable light. The term “cost” has a negative connotation, espe- 
cially in view of the fact that historically much has been said and written 
about hig/i marketing costs. “Value added” is a more positive term; it con- 
notes a contribution or addition to the economy rather than a subtraction, 
output rather than input. Actually, value added by distribution and the cost 
of marketing are not strictly speaking the same thing, but because of diffi- 
culties in obtaining adequate data on value added it is necessary at present 
to use a cost approach in its computation. Accordingly, there is a tendency 
to use the two terms interchangeably. 

The concept of value added by distribution is adapted from^the similar 
eoncept for manufaeturing as used by the Bureau of the Census to measure 
the contribution of various types of manufacturing enterprises. Value added 
by manufacturing is- obtained by subtracting from the total value of shipments 
the cost of materials, supplies, containers, fuel, purchased electric energy, and 
contract work. 'Ibe result is the value added by a specific manufacturer through 
his own processing or fabricating efforts, in other words the cost, including 
profits, of manufacturing. Incidentally, it should be noted that value added 
by manufacturing under this definition also includes all value added through 
the marketing efforts of manufacturers. 

A comparable method of computing value added by distribution would 
be to subtract from the net sales of a retailer or wholesaler the cost of goods 

2 Probably the most complete analysis of the concept of val'ie added by distribution, 
together with its uses and limitations, is to be found in Ibeodore N. Bcckmati, “The Value 
Added Concept as Applied to Marketing and Its Implications/' pp. 83-^; David D. 
Monieson, “On Measuring Value Added by Marketing/* pp. 111-36; togetJicr with dis- 
cussions by Carey P. Modlin, Jr., pp. 101-10, and Donald R. G. Cowan, pp. 137-42; in 
Stewart H. Rehwoldt (cd.). Frontiers in Marketing Thought, Conference of the American 
Marketing Association, December 1954, published by the Bureau of Business Research, 
Indiana University. 
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sold plus the cost of supplies, containers, fuel, and purchased utilities. The 
balance would represent the contribution of the marketing agency to the 
economy. At present, however, the necessary data with respect to the cost 
of purchased supplies, containers, fuel, and utilities are not collected by the 
Census for marketing agencies. Theicfore, the best approximation for com- 
puting value added is to use the gross margins— -net sales less cost of goods 
sold— of wholesalers and retailers. Tlie result is the same as the cost of market- 
ing insofar as these agencies are concerned and is essentially an input measure 
rather than one of output, as is the value added by manufacturing for that 
matter. Moreover, unless adjustments are made for value added by transpor- 
tation agencies and for manufacturers* marketing activities, which is seldom 
attempted, the value added figure is considerably understated. For these 
reasons, we shall continue in the present discussion to talk about cost of 
marketing rather than value added by distribution, but this is not to be taken 
as an implication that the marketing system docs not add value to the products 
it handles. It does add value but the amount does not appear to be easily 
determinable 


The Problem of Marketing Efficiency 

As more and more infonuation has been collected about marketing costs, 
more and more questions have been raised regarding the significance of the 
data. Are costs high or low? Is marketing wasteful? What do these costs indi- 
cate regarding the efficiency of marketing? The answer, of course, is that 
cost alone docs not give any indication of efficiency especially when there 
is no available standard of comparison, no basis for detci mining what the 
cost ought to be. The result is that there has been a considerable interest 
on the part of marketing students in the problem of efficiency and its measure- 
ment. But what is meant by efficiency? 

Social efficiency is concerned with value productivity, with the determina- 
tion of the value of the output of the marketing system and with the com- 
parison of this value with some measure of total input.® But the output of the 
marketing system is represented by the amount of consumer satisfaction that 
is created, and no accurate method exists by which this satisfaction can be 
measured. It might be argued that the amount of consumer satisfaction is 
equivalent to the cost of marketing or to the gross margins of marketing 
agencies (value added), but these are really measures of input and one cannot 

a “An Outline of Distribution Costs/' report of a subcommittee of the Distribution 
Cost Committee of the American Marketing Association, Journal of Marketing, July 1951, 
p. 52. 
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obtain an index of efficiency by using an input factor as the measure of output/ 
The problem of measuring social efficiency, i.e., the productivity of the market- 
ing system, therefore has not been solved. 

Private or technical efficiency is, however, another matter. This is essen- 
tially an engineering concept, and in many instances engineering standards 
can be established. So long as the objective is limited to a particular operation 
or to a particular firm or even to a particular segment of the economy, it 
may be possible to measure inputs and outputs in physical or financial terms 
and to arrive at indexes of efficiency. For example, the efficiency of a ware- 
house operation might be measured in terms of the tonnage handled per 
man-hour of labor, or that of a transportation agency by the number of ton- 
miles hauled per dollar of capital investment and per dollar of wages paid. 
A retail store may compare its sales volume per square foot of space utilized 
with comparable ratios for similar stores in an effort to arrive at a judgment 
with respect to its efficiency. Even with such measures as these, however, it 
is not possible for many marketing agencies to obtain the necessary input and 
output information. Therefore, the measurement of marketing efficiency even 
at the level of the individual firm has not progressed so far as most market- 
ing students would wish. In view of the difficulties involved in measuring 
efficiency, the immediate discussion will be concerned primarily with market- 
ing costs. 


THE LEVEL OF MARKETING COSTS 

It has become generally accepted that the cost of marketing in the United 
States amounts to approximately 50 per cent of the final prices paid by con- 
sumers, the other 50 per cent being attributed of course to production. It 
should be emphasized that this figure applies to the distribution of tangible 
commodities and does not include services. The figure of 50 cents of each 
consumer dollar for marketing costs applies to the economy rather than to 
any particular product, and is based on the results of several studies of the 
subject. 

Studies of Total Costs 

Undoubtedly the most widely quoted study of marketing jeosts is the 
report of the Twentieth Century Fund, Does Distribution Cost Too Much?, 

* Harold Barger in Distribution’s Place in the American Economy since 1869 (Prince- 
ton, N.J.: National Bureau of Economic Research and Princeton University Press, 195S), 
obtained a measurement of productivity by using value added as the output factor and man- 
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published in 1939.® This report analyzed the Census of Business data for 
1929 and concluded that the cost of commodity marketing amounted to al- 
most 59 per cent of the prices paid by consumers for finished goods.® This 
figure, although widely accepted, appears to have been too high. A correction 
in the method of computation, which appears to be in order, gives a figure of 
51.1 per cent rather than 59.'' 

This revised figure is also closer to the results obtained by other studies. 
Converse, using a value added approach and allocating total value added 
between production and marketing, arrived at a marketing cost figure of 52.2 
per cent for 1929. This was later revised downward to approximately 49 per 
cent. An unpublished study cited by Converse and made by Leroy H. Mantell 
of the United States Department of Commerce obtained figures of 50.9 for 
1929 and 50 for 1939. Further studies by Converse for later years show market- 
ing costs of 50.5 per cent for 1939 and 48.1 for 1948.® These percentages apply, 
of course, to commodity distribution. 

A new study of marketing costs is currently being made by Reavis Cox 
for the Twentieth Century Fund. Final conclusions have not yet been pub- 
lished, but preliminary indications are that Cox will obtain a somewhat lower 
figure for the fifties than those computed for earlier years. Depending upon 
the definition of marketing finally adopted and upon the portions of the 
economy excluded and included, the figure for marketing cost may well turn 
out to be no greater than 40 per cent for all goods and services. Even if the 
analysis is restricted only to commodities that are sold to household con- 
sumers, Cox indicates that the cost of marketing does not exceed 46 or 47 
per cent of final consumer prices.® Whether the cost of marketing is declining 
relative to production cost or whether the earlier estimates are too high is 

hours of labor as the input factor. 'I’he results, however, are used only to show' the relative 
changes in labor productivity for production and for inarketiiig between 1869 and 1949. 
'rhese results are presented at a later point in this chapter. 

^ Paul W. Stew'art, J. Frederic Dew'hurst, and Louise Field, Does Distribution Cost 
Too Much? (New York: Twentieth Century Fund, 1939). 
p. 117. 

’ A discussion of the error is to be found in Wilfred Malenbauin, “The Cost of 
Distribution,*' Quarterly Journal of Economics, February 1941, pp. 255-70. Malenbaiim 
states that the authors of Does Distribution Cost Too Much? in computing the dis- 
tribution cost ratio should have used as a denominator net commodity product rather 
than terminal buyers* outlays. Reavis Cox states that the authors accepted the correction. 
See his article, “W*hat Is Happening to Marketing Costs?** in Frederick E. May (ed.), 
Increasing Sales Efficiency, Michigan Business Papers No. 35 (Ann Arbor: Bureau of 
Businc.ss Research, University of Michigan, 1959), p. 41. 

*For the sources of figures quoted in this paragraph, see Paul D. Converse, “The 
Puzzle of Marketing Costs,*’ Journal of Marketing, April 1957, p. 441; the same author’s 
“The Total Cost of Marketing.** Journal of Marketing, April 1946, p. 389; and Paul D. 
Converse, Har\'ey W. Huegy, and Robert V. Mitchell. Elements of Marketing, 6tlf ed. 
(tmglewood Cliffs, N.J.: Prcnticc Hall, 1958), Appendix A, pp. 742-5. 

»Scc Rcavis Cox, op.cit., pp. 36-49. 
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not evident at the present time, but there is certainly an implication in Cox’ 
work that we should not accept too readily the general conclusion that market- 
ing costs amount to 50 per cent or more of commodity prices. 


Studies of Marketing Margins 

Two other studies of marketing costs have had somewhat different ob- 
jectives from the studies just cited but are important in any discussion of the 
subject. They have not attempted to obtain a total cost of marketing for the 
economy for the purpose of comparing it with production, but have been con- 
cerned with a particular segment of marketing cost or a particular segment of 
the economy. These studies emphasize the changes in marketing costs over 
periods of time and thus permit time comparisons to be made, something 
that has not been attempted at least in a comprehensive way by the studies 
previously discussed. The two studies referred to arc the historical analysis of 
wholesale and retail margins by Harold Barger for the National Bureau of 
Economic Research and the continuing studies of the United States Depart- 
ment of Agriculture on the so-called marketing margins for agricultural prod- 
ucts. 

Wholesale and Retail Margins. The Barger study is concerned primarily 
with changes in productivity in the economy of the United States between 
1869 and 1949 and in particular with the relative rates of change to be found 
in commodity distribution compared with commodity prochiction. Man- 
hours of labor is used as the input factor and value added as the output factor. 
Value added by distribution was obtained for the various years by estimating 
the gross margins of the several types of wholesalers and retailers.'^ An aver- 
age gross margin for all wholesalers and all retailers for each year studied was 
then obtained by weighting the individual gross margins according to com- 
modity output or volume of sales. Because of the lack of information prior 
to 1929 on the volume of sales made by the various types of distributive out- 
lets, this basis of weighting could be used only for the years 1929, 1939, and 
1948. The commodity output method of weighting was used for the earlier 
years. The final results are shown in Table 31-1. llicrc are two figures for 
1929, the first one being obtained by the commodity output method and 
the second by the volume of sales method. 

See footnote 4 for the complete reference. 

i^Thc gross margin figures arc estimates based on a painstaking search' of all published 
sources of margin information from 1865 to 1948. In many cases, especially in the earlier 
years, data were available for only a limited number of stores, 'rhcrc is no way to estimate 
whether the amount of error involved in the final estimates of realized margins is sig* 
nificant. 
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Table 31-1 

Average Gross Margins of Wholesalers and Retailers, 
in Per Cent of Retail Value, Selected Years, 1869-1948 


Year^ 

Margins of 
Wholesalers 

Margins of 
Retailers 

Totd 

1869 

9.5 

23.2 

32.7 

1879 

9.6 

24.1 

33.7 

1889 

9.6 

25.1 

34.7 

1899 

9.2 

26.2 

35.4 

1909 

8.9 

27.6 

36.5 

1919 

8.5 

28.0 

36.5 

1929 

8.1 

28.9 

37.0 

1929 

8.0 

28.6 

36.6 

1939 

7.6 

29.7 

37.3 

1948 

in 

29.7 

37.4 


®Data for the first seven years sliown in the table are comparable with one another 
but weighted on a ‘somewhat different basis than the data for the last three years. 'Ilie two 
1929 figures give some indication of the differences. Sec text discussion. 

Source: Harold Barger, Distribution's Place m the American Economy since 1S69 
(Princeton, N.J.: National Bureau of Economic Research and Princeton University Press, 
1955), pp. 57 and 60. 


'Ehc principal significance of the data in the table is that they show a 
generally increasing cost of distribution between 1869 and 1948. Although the 
gross margins of wholesalers as a percentage of retail values declined almost 
constantly over the period, the increases in retail margins more than offset 
this. It seems likely that a partial explanation lies in the greater use of direct 
buying by retailers and the increasing tendency for certain types of retailers 
to assume both wholesale and retail fiinetions. Tlius the costs of wholesalers 
as such declined, but the costs of retailers increased and total costs also in- 
creased. 

lliese data should not be interpreted as proof that marketing has become 
less efficient over the years. The data in fact really indieatc little about effi- 
ciency. Certainly the task of the marketing system changed greatly between 
1869 and 1949. Not only was the product mix in the more recent years much 
more complex, but the amount of service and the way in which services were 
rendered by marketing agencies also were quite different. Changes in the num- 
ber and distribution of the population, as well as in the location of production 
facilities, have also affected the magnitude of the marketing task. Neverthe- 
less, Barger's study of marketing margins is of considerable interest in showing 
the trends that have taken place. It is confined, however, to retailers and 
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wholesaleis and does not treat the marketing costs of manufacturers except 
for the cost of manufacturers* sales branches classified as wholesalers in the 
Census of Business. 

Marketing Margins for Agricultural Products. The United States Depart- 
ment of Agriculture has collected information for some time on the marketing 
margins for agricultural products. Its primary interest is in determining what 
proportion of the consumer dollar spent for final products is received by the 
fanner. The procedure followed is to obtain the total number of dollars spent 
by consumers at retail and the number of dollars received by farmers. The 
difference between these two figures is designated as the marketing margin. 
Obviously this is not a marketing margin as the term is used by marketing 
students, since it includes all processing costs. For this reason, there has been 
a good deal of criticism of the definitions used by the Department on the 
basis that the marketing margins are overstated and the marketing system 
therefore appears to be more costly than it really is. Of course, it is difficult to 
separate marketing and processing costs for most agricultural products.*^ 

The most comprehensive single statistical series published by the Depart- 
ment of Agriculture with respect to marketing margins is its composite series 
involving a designated market basket of farm foods. This series goes back to 
191 3 and shows the farmer’s share and the marketing margins as percentages 
of composite retail prices for each year since that time. ’Fhe data indicate 
that the farmer’s share of the retail price for the market basket has ranged 
from 53 per cent in 1945 to 32 per cent in 1932 and 1933. -The so-called 
marketing margins then have ranged from 47 to 68 per cent. The farmer’s 
share was highest during the war and postwar years of 1917-19 and 1942-48 
and lowest during the depression years 1931-34.‘* Since 1951, the farmer’s 
share of the retail food dollar has declined steadily from 49 per cent in that 
year to 38 per cent in 1959, the lowest figure since 1939. 

This trend has resulted in numerous public statements and newspaper 
headlines to the effect that marketing costs are taking an increasing share of 
the consumer’s food dollar. Marketing people rejoin by saying that this is 
not trae and that the figures really reflect increasing processing costs because 

I'For a discussion of the issues, see Theodore N. Beckman and Robert D. Biizzell, 
"What Is the Marketing Margin for Agricultural Products?” Jounud of fAaTketing, Oc- 
tober 1955, pp. 166-8; and Harry C. Trelogan and Kenneth E. Ogren,, "What Is the 
Marketing Margin for Agricultural Products? A Rejoinder," fourntd of Marketing, April 
1956. pp. 403-6. ; 

^•For complete data for each year from 1913 to 1956, see Farm-Refail Spreads for 
Food Products, Misc. Pub. No. 741 (Washington, D.C.; U.S. Department of Agriculture, 
Agricultural Marketing Service, 1957), p. 100. More recent information can be obtained 
in Developments in Marketing Spreads for Agricultural Products in 1958 (Washington, D.C.: 
U.S. Department of Agriculture, Agricultural Marketing Service, 1959), p. 6, arid from 
die quarterly publication of the same agency. The Marketing and Transportation Situation. 
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of the greater degree of preparation required for modem ready-to-serve foods, 
a statement of equally questionable validity according to one authority.^^ 
Actually, the data tell us nothing about the cost of marketing, as distinguished 
from production cost, and especially about the efficiency of marketing. As 
much as anything, the data probably indicate that farm prices fluctuate more 
violently than do retail prices.^® 

More specific information regarding marketing costs can be obtained for 
some agricultural products from the individual commodity studies of the 
Department of Agriculture. Many such studies have been made, some in 
order to obtain the necessary information on marketing margins for the 
market basket of farm food products and some for other reasons. Often a 
real effort is made to separate marketing activities from processing activities 
and to show meaningful cost trends. 

For example, the cost of marketing fresh fruits and vegetables during the 
fifties on the average ranged from 59 to 66 per cent of retail prices and in 
general increased during the latter part of the decade.^® Since there is no 
processing involved, all costs are truly marketing costs. Further analysis indi- 
cates that ttansportation costs, a substantial part of total costs for these 
products, increased during the period, partly because of higher freight rates 
and partly because of longer hauls. An increasing proportion of fresh vege- 
tables was being produced in areas located far from the consuming markets, 
thus increasing the size and scope of the marketing task. Certain other develop- 
ments, such as clu apcr fiberboard containers and self-service retailing, prob- 
ably tended to reduce marketing costs in relation to what they would have 
been otherwise. 

Milk is a product which has both processing and marketing costs. ITiese 
costs increased from 49 per cent of the consumer's dollar m 1951 to 57 per 
cent in 1959.^^ In 1957 the breakdown of costs in relation to the retail price 
was as follows: 


Average retail price per quart 

24.2«f 

100% 

Received by farmer 

10.9 

45 

Cost of assembly 

1.2 


Cost of processing 

4.5 


Cost of retailing and home delivery 

5.6 

55 

Other expenses 

1.2 


Profit before income taxes 

1.0 



See Bainbriclgc Crist. “Myths About Convenience Food Costs/' Journal of Mdr* 
keting, April 1960, pp. 49-55. 

See Rcavis Co.\, op.cit.t p. 46. 

Marketing and Transportation Situation, January 1960, pp. 35-8. 

IT Ibid., p. 29. 

The Price of Milk, Leaflet No. 409 (Washington, D.C.: U.S. Department of Agri. 
culture, 1958). 
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Assembly and retailing are clearly marketing costs. If it is assumed that one 
half of the “other expienses” and of profit are attributable to marketing, then 
marketing costs amounted to 7.9 cents or 33 per cent of the retail price, and 
processing costs were 5.4 cents or 22 per cent. Obviously, to say that the 
marketing margin for milk is equal to 55 per cent of the retail price paid by 
the consumer is quite misleading to the average person. The rise in costs, 
however, during the fifties appears to have been properly attributable to 
marketing and in particular to a significant increase in the cost of home 
delivery. 

A final example of the cost studies of the Department of Agriculture will 
be cited— the studies in\olving cotton textiles. Data are presented in Table 
31-2 for four different years showing the percentages of the consumer dollar 


Table 31-2 

Percentage Disposition of the Consumer’s Cotton Dollar, 
Paid for Apparel and Household Goods, Selected Years 





Year 


Operation or Service 

1939 

1947 

1954 

1957 

Received by the Farmer 

9.1 

14.3 

14.9 

13.7 

Ginning and Baling 

0.9 

0.7 

1.1 

1.3 

Merchandising Cotton 

2.1 

1.4 

1.9- 

2.1 

Manufacturing, Dyeing, and Finishing 
Yarns and Fabrics 

18.2 

14.6 

12.1 

12.5 

Manufacturing Apparel and Household 
Goods 

28.4 

29.0 

29.2 

29.5 

Wholesaling Finished Goods 

8.2 

8.0 

8.2 

8.5 

Retailing Finished Goods 

33.1 

32.0 

32.6 

32.6 

Total 

100.0 

100.0 

100.0 

100.0 


Source: L. D. Ilowcll, Changes in American Textile Industry, Tech. Bull. No. 1210 
(Washington, D.C.: U.S. Department of Agriculture, Agricultural Marketing Service, No- 
vember 1959), p. 19. 


paid for cotton textile products which were obtained by the various processing 
and marketing operations. The marketing operations clearly include ginning 
and baling, merchandising raw cotton, and the wholesaling and retailing of 
finished goods. The total of these costs approximate 44 per cent in the average 
year. In addition, however, some of the costs of finishers and dyers and of 
the manufacturers of apparel and household goods are marketing costs, in- 
cluding transportation costs, rather than manufacturing costs. Without doubt, 
the costs involved in marketing cotton and cotton textiles exceed 50 per cent 
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of the retail prices for the manufactured products. How much they exceed 
this 50 per cent figure is difficult to say; probably they would not be in excess 
of 55 per cent. 

Difficulties in Ck)mparing Marketing Costs 

The above studies have been presented in order to show some of the 
difficulties involved in computing and comparing marketing costs. It is cus- 
tomary to express the cost of marketing as a particular percentage of the price 
paid by the final consumer. But the “final consumer"' of raw materials and 
most industrial goods is the manufacturer. The difference between the price 
paid by the user of a product and the price paid to the producer does represent 
the proportion consumed by marketing costs, provided that the producer's 
marketing costs are included. 'Ihe use of this price makes it possible to com- 
pare various percentages with the same base. Such prices, however, are not 
always available, and some other basis may have to be used. 

This spread between producer and final purchaser is not a true marketing 
cost, however, unless the product reaches the final purchaser without further 
processing. The existence of one or more processing operations makes it very 
difficult to make useful comparisons between the prices received by producers 
and the prices paid for their products by final consumers. This is particularly 
true of raw materials. Livestock is slaughtered and dressed; lumber is planed, 
sawed, and shaped; iron ore goes through numerous manufacturing processes. 
I’hcsc processes involve expenses which sometimes make up a considerable 
part of the total spread between the producer of the raw material and the 
ultimate consumer. Such expenses must be excluded if accurate comparisons 
arc to be made, and this is sometimes impossible. Food purchased in a restau- 
rant falls into a similar category, because of the large cost of processing and 
service involved. Even retail costs for marketing the same products arc not 
always comparable, because of the varying degrees of service for which con- 
sumers pay in different types of stores. 'ITie various service expenses must be 
separated if worthw'hilc comparisons arc to result. 

It is thus evident that great care must be exercised when drawing con- 
clusions to be sure not only that the items compared are truly comparable, 
.but also that operations arc comparable. For example, some wholesale hard- 
ware establishments do no industrial selling, whereas such selling makes up a 
large proportion of the sales of others. The fact that a service wholesaler's 
expenses arc higher than those of a limited-service wholesaler does not prove 
that the former is less efficient. Since he performs more services higher ex- 
penses are to be expected. Again the fact that department store expenses are 
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higher than those of some competitors does not necessarily mean department 
stores are ine£Bcient or that they cannot sell at competing prices or even under- 
sell their smaller competitors. A part of the higher expense may arise from 
the fact that they perform both wholesale and retail operations, and partly 
as a result of this they are able to buy at lower prices. 

Again, it is sometimes inaccurate and misleading to compare costs of 
marketing at different places, because transportation costs, local expenses, and 
marketing problems are likely to differ. Moreover, one must be careful that 
he does not compare the cost of marketing products of the same variety but 
of different quality. The size of the shipments, distance to market, and the 
service performed may also vary. One of the easiest errors to make, especially 
in the case of agricultural products, is to compare similar quantities at differ- 
ent places in the marketing process. Such comparisons are obviously inaccu- 
rate for products which are processed between marketing operations. The 
farmer is paid for more than a pound of livestock or wheat or cotton for every 
pound of meat or flour or bread or cloth the consumer buys, and processing 
expenses have been added to marketing expenses. But even the dozen eggs or 
box of apples the consumer buys is often not the same dozen eggs or box of 
apples the farmer sells. Each has probably been sorted one or more times, 
some items have been thrown out as unmarketable, and some have been 
divided or packed into lots of higher grade for sale at higher prices. 

One final difficulty should be considered. It is not uncommon to assume 
that, because a dealer’s or manufacturer’s average cost of doing business is 
a certain percentage of net sales, this is his expense for marketing each 
product he sells. 'The wholesaler who handles hundreds or even thousands of 
items finds it practically impossible to obtain specific cost data on each. Most 
of his costs are joint and, even if possible, it is usually impracticable to allocate 
them to eaeh item. Expense figures under such conditions arc usually averages, 
and may be of no real value to the dealer in determining the profitableness 
of selling individual products. Furthermore, the same items are sold in large 
and small quantities, under different conditions, and with different types of 
service, which add to the difficulty of comparison. 

•raE ELEMENTS IN MARKETING COSTS 

'The previous discussion has indicated that marketing costs are substantial. 
It will assist us in understanding why these costs are so high if Hve analyze 
more specifically where these costs take place and who incurs ^hem. 'The 
analysis will be indicative rather than exhaustive, since the data ate scattered 
and not necessarily up to date. The principal elements in marketing cost to 
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be discussed are manufacturers' marketing costs, transportation, the cost of 
wholesaling, and the cost of retailing. 

Manufacturers’ Marketing Costs 

Manufacturers’ marketing costs have not been studied to the extent that 
other costs have been because the information is more difficult to obtain. The 
Twentieth Century Fund study. Does Distribution Cost Too Much?, indicated 
that such costs amounted to approximately 14 per cent of the final consumer 
dollar spent for goods. If we accept 51 per cent as the total cost of marketing 
rather than the originally published 59 per cent, the figure for manufacturers’ 
marketing costs would be 12 per cent rather than 14. Various studies by the 
Federal Trade Commission have indicated that the manufacturers’ costs of 
selling, advertising, and delivery range from less than 2 per cent of manufac- 
turers’ sales for some industry groups to more than 30 per cent for others.^® 
Tliese are percentages, of course, of a smaller base than the 12 per cent figure, 
since the pTr '*s for commodities at the level of manufacturer distribution 
are considerably less than the final retail prices paid by the consumer. 

In general, the marketing costs incurred by the manufacturers of con- 
sumer goods are greater than the conesponding costs incurred by the manu- 
facturers of industrial goods. Industrial goods, as has been previously stated, 
arc sold in larger quantities to fewer buyers than are consumer goods. They 
are often standardized as to quality and the buyers are well informed with 
respect to the characteristics of the various products. Thus the costs of per- 
forming the selling function are less for industrial goods. 

Manufacturers’ marketing costs, however, are still quite variable. Many 
industrial goods manufacturers incur selling costs of less than 5 per cent of 
sales, but many ethers have costs of from 10 to 15 per cent; and in 1940 the 
costs of selling, advertising, and delivery for manufacturers of office machines 
amounted to almost 30 per cent of sales. In the consumer goods field, manu- 
facturers of cosmetics, drugs, bakery products, and sewing machines have 
relatively high selling costs, from 25 to 35 per cent or more in 1940. Auto- 
mobile manufacturers on the other hand had costs of only 5.23 per cent of 
sales in this same year.*® It is thus difficult to draw definite and specific con- 
clusions regarding the level of manufacturei.i' marketing costs, but it is evident 
that they are an important clement in the total marketing bill. 

See, for example. Report of the Federal Trade Commission on Distribution Methods 
and Costs, Part V, Advertising as a Factor in Distribution (Washington, D.C.:,.U.S. Gov- 
ernment Printing Office, 1944), pp. 6-7. 

so X)ata in this paragraph are from the source cited in footnote 19. 
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Transportation 

The Twentieth Century Fund study indicated that transportation costs 
amounted in 1929 to 13 per cent of the consumer dollar spent for finished 
goods,*' a little less than 12 per cent on the adjusted basis. Barger computed 
the cost of transportation between the producer and initial distributor only, 
at 4.7 per cent of retail value for the same year.** Subsequent transportation 
charges incurred are included in Barger’s study in the wholesale and retail 
margins. 

The cost of transportation varies greatly according to the particular prod- 
uct and depends upon such factors as bulk in relation to value, distance, 
special facilities needed to preserve the product en route, need for speed, 
necessary terminal facilities, and the type of transport used. These factors 
were discussed in Chapter 20. Transportation cost is a very important element 
in the total cost of marketing most agricultural products and raw materials. 
The majority of such products are bulky and many are hauled for long dis- 
tances. For manufactured products, transportation cost is usually of less 
significance but there is considerable variation. Products with a high value 
and low bulk, such as textiles and tobacco products, expend less than 5 per 
cent of the retail value — often much less — for transp>ortation scivice. T’ranspor- 
tation of the more bulky items, however, such as brick and tile, may require 
an expenditure comparable to that found for agricultural products--in excess 
of 25 per cent. 


The Cost of Wholesaling 

It is not possible to obtain the cost of wholesaling as such because both 
manufacturers and retailers often perform wholesaling functions. Thus the 
cost of wholesaling is often included in some other category of marketing 
cost. It is possible, of course, to obtain the costs or margins of wholesalers, 
and from such information it may be concluded that wholesaling is the least 
expensive element of the marketing operation. Barger estimated total whole- 
sale margins at approximately 8 per cent of the retail value of coiDmoditics 
for various years from 1929 to 1948. The Twentieth Century Fund figure for 
1929 was slightly higher.** 

Stewart, Dewhurst, and Field, op.cit., p. 211. 

** Harold Barger, op.cit., p. 57. 

** The Barger figures arc 7.6 for 19 J9, 7.7 for 1948, and 8.0 for 1929. See p. 60. Tire 
Twentieth Century Fund figure on the revised basis appears to be about 9 per cent of 
retail prices. 
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The various Censuses of Business give information on the operating ex- 
penses of the several types of wholesalers classified by product groups. These, 
of course, are expressed as a percentage of wholesale sales not as a percentage 
of retail value. Moreover, these expense ratios do not show the total cost of 
wholesaling any given group of products because some products are handled 
by more than one wholesale middleman. In general, however, these expense 
figures indicate that the cost of wholesaling is greater for such product groups 
as furniture, automotive equipment, hardware, construction materials other 
than lumber, and commercial machinery and equipment than it is for staple 
items such as groceries and tobacco. Products such as drugs and wearing ap- 
parel arc in an intermediate position with respect to cost. Many of the products 
with relatively high wholesaler costs are products which are most likely to be 
sold directly by the manufacturer to the user rather than through wholesalers. 
Wholesalers then handle small orders and emergency orders which are costly, 
and this accounts at least in part for the high expense ratios. 

Wholesaling is often criticized by the uninformed as being an unnecessary 
operation i.? marketing system. The necessity of performing the whole- 
saling functions has been established, however, in previous chapters. It is 
now evident that the performance of these functions by wholesalers is the 
least expensive element in the total cost of marketing. 


The Cost of Retailing 

Retailing is the most expensive step involved in marketing goods for 
personal consumption. Barger's estimates of average retailer margins for 1929, 
1939, and 1948 ranged from 28.6 to 29.7 per cent of retail value.^^ Ihe common 
cost of retailing c\cn staple commodities ranges from 15 to 30 per cent of 
the price paid by the consumer, and for many items the retail margin is even 
higher. Isxamplcs of sonic typical gross margins and expense ratios are given 
in Table 51-3. Figures of this kind prove nothing in themselves regarding the 
effectiveness of retailing. They do show, however, that we pay heavily for 
the retailer's service, and they also indicate that net profits are not excessive. 
Furthermore, the range in expenses of retailers of substantially the same 
character is so great that it seems entirely possible that many retail stores 
are operated at an excessive cost. 

No definitive judgment can be made, however, on these matters. Retail- 
ing even at its most efficient level is an expensive operation. Individual con- 
tact is made with each buyer. Transactions involve relatively small quantities 

2’* Barger, op.cit., p. 60. 

25'! ’he ratios in 'I’ablc ^1-3 are averages of approximately 200 stores in most instances. 
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Table 31-3 

Gloss Malgins, Expenses, and Net Profits of Selected Types 
of Retailers for Specified Years 
(as per cent of net sales) 


Type of Retailer 
and Year Survey Made 

Cross 

Margin 

Total 

Expense 

Net Profit 
Before In- 
come Taxes 

1957 

Children’s and Infants* Wear Stores 

32.5 

30.8 

1.7 

Dry Goods and General 

Merchandise Stores 

29.5 

27.6 

1.9 

Gift, Novelty, and Souvenir Stores 

40.0 

38.1 

1.9 

1956 

Family Clothing Stores 

30.6 

27.9 

in 

Farm Supply Stores 

15.9 

14.4 

1.5 

Gasoline Service Stations 

23.2 

22.1 

1.1 

Music Stores 

35.8 

33.3 

2.5 

Paint and Wallpaper Stores 

33.1 

30.1 

3.0 

1955 

Auto Accessory and Parts Stores 

34.4 

31.7 

in 

Candy, Nut, and Confectionery 

Stores 

35.8 

35.4 

0.4 

Lumber Dealers 

24.5 

21.1 

3.4 

Package Liquor Stores 

19.7 

17.1 

2.6 


Source: Elmer T. Sivertsen, various surveys on Cost of Doing Business, Dun & Brad- 
street, Inc., various dates. 


in comparison with industrial goods. And the ultimate consumer is a difficult 
taskmaster to ser\'e. Many of the costs of retailing exist because consumers 
insist on certain scrs'ices. These and other reasons for the apparently high 
over-all cost of marketing will be discussed in the following section. 


REASONS FOR HIGH MARKETING COSTS 

The level of marketing costs is determined essentially by the nature and 
complexity of the marketing task to be performed and by the efficiency with 
which it is performed by marketing agencies. As has been previously stated, 
measures of social efficiency are difficult, if not impossible, to obtfin. But 
there can be little doubt that there is inefficiency in the marketing system, 
just as there is inefficiency in production. This matter of efficiency; and its 
effect on costs will be discussed in the following chapter. The balance of the 
present chapter will be concerned with a discussion of the marketing task 
itself. Regardless of the technical efficiency with which marketing is per- 
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formed, the work of marketing is so important and so complex that its cost 
in a modern economic society must constitute a significant proportion of the 
value of the final product. 

The Increasing Importance of the Marketing Task 

In a self-contained economy with handicraft methods of production, little 
marketing effort is required. Many of the necessities of life are produced 
directly by those who consume them, and there is little exchange of com- 
modities among individuals. When exchange does take place, goods are pro- 
duced to order by a craftsman and delivered directly to the buyer who pays 
in cash or in bartered commodities. There is very little marketing cost in- 
volved, but by the same token the prices of goods to the consumer are high 
and the level of living is low. Our modern economic system then is not to be 
judged on the basis of how high marketing costs are but on the basis of the 
net cost of production and marketing combined. For, as production becomes 
larger in scale 'md more specialized, as products are manufactured to stock 
and not to order, and as consumers demand a greater and greater variety of 
goods, marketing becomes more and more important and more and more 
costly. But the net result is lower prices to consumers and a higher level of 
living. 

Effect of Specialized and Large-Scale Production on Marketing. Our 
present complex marketing system is in part, therefore, a result of the de- 
velopment of specialized and large-scale production. Wheat and corn could 
be grown in almost any part of the United States and each locality could rely 
upon its own production, thus holding marketing costs to a minimum. But 
many areas would have a very low per capita production and the cost of that 
production would be high. It is actually much more economical to grow 
wheat in Kansas and corn in Iowa on a large scale and to incur the marketing 
expenses, including the cost of a long transportation haul, necessary to deliver 
the products to consumers in those parts of the country which cannot pro- 
duce them advantageously. 

Likewise, it would be possible to locate many small manufacturing plants 
throughout the United States with each plant producing only the limited 
quantity required for local needs. But such production would in most cases 
involve a vcr>' high-cost operation, not only because of locational disadvantages 
with respect to raw materials, power, and similar factors but also because a 
plant of such small size would be unable to realize economies of scale. Ac- 
cordingly, it is again more economical to concentrate manufacturing in those 
areas best adapted for it and to incur higher costs of marketing. Thus the 
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result in our modern economy is that marketing costs constitute a significant 
proportion of the prices paid by final consumers, but the combined cost of 
production and marketing is lowered by the specialization that takes place 
in production. 

Effect of Producing in Anticipation of Demand. As production becomes 
larger in scale and more specialized, goods are produced for the market in 
antieipation of demand rather than upon the direct order of the customer. 
This affects the marketing task and the cost of performing it in a number 
of ways. 

In the first place, goods produced for the market must be held until con- 
sumers demand them. ITiey must be stored and warehoused and they must 
be financed during this interim period of time. As previously noted, many 
products are subject either to seasonal production or to a seasonal pattern 
of consumption. Both conditions place an additional burden upon the market- 
ing system and tend to increase the costs of storage and financing. But re- 
gardless of the problems of seasonal adjustment, the marketing costs in- 
volved in the creation of time utility have been greatly affected— in fact they 
have been virtually created— by the development of modern production 
methods. 

Secondly, production for the market involves substantial risk which also 
adds to marketing costs. Products which are perishable must have special care 
in order to avoid physical deterioration and even then some losses are likely 
to take place. Of even greater importance is the need to forecast and antici- 
pate consumer tastes. The risks associated with fashion merchandise arc 
illustrative and generally understood. But fashion change represents only one 
aspect of the problem. New and improved products are constantly being placed 
on the market. Some are successful in attracting consumer patronage and 
some are not, but the costs of innovation in either case may be substantial. 
Likewise, existing producers are faced constantly with the threat of product 
obsolescence as improved articles are placed on the market. Thus an important 
part of the marketing task in a modern economy is to forecast consumer de- 
mand and changes in consumer tastes. This adds considerably to marketing 
costs but failure to forecast accurately results in even greater losses. 

Finally, since production for the market does involve the risks- associated 
with consumer demand, considerable effort is made to influence this demand. 
This effort involves the entire selling function; product planning aqd develop- 
ment, branding, packaging, and the use of salesmen, advertising, and various 
sales promotional methods. Many services are also rendered in connection 
with the sale of the product. Such efforts often tend to add substantially to 
the cost of marketing. They may or may not add to the total costs of produc- 
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tion and marketing combined. In some cases, additional volume of sales ob- 
tained through these demand-influencing efforts is sufficient that production 
costs and other marketing costs are reduced as a result of the greater volume 
manufactured and handled. But many of these selling expenses are incurred 
as a result of the keen competition to maintain the existing level of sales, and 
it is not necessarily true that other costs are thereby reduced.*® 


The Importance of Labor in Marketing 

A second reason for the existence of high marketing costs is the fact that 
marketing requires a large amount of human labor to perform its work. 'Fhe 
greatest single element in marketing cost is the expenditure for wages and 
salaries. Labor-saving equipment and machinery have not been adapted to 
marketing so successfully as they have to manufacturing. Thus a constantly 
greater proportion of the labor force of the United States has been employed 
in marketing activities. 

Between 1.870 and 1950, according to the study by Barger, the number 
of persons engaged in distribution, i.e., retail and wholesale trade, increased 
from 6.1 per cent of the total labor force to 16.4 per cent.*^ For every thousand 
persons engaged in commodity production in 1870, there were fewer than 100 
engaged in commodity distribution. By 1950, there were about 400 in distri- 
bution per thousand in production. During this 80-year period, the numbers 
engaged in distribution per thousand engaged in production increased at an 
average annual rate of 2.1 per cent. 

The reasons for this greater relative growth of employment in distribution 
lie to some extent in the increasing magnitude of the marketing task but 
even more in the way in which this task is perfonned.*® One factor certainly 
is the increasing proportion of commodities entering the distribution system. 
As pointed out previously, when production is carried out on a small scale 
and with little specialization, a minimum of marketing effort is likely to be 
required. As production becomes larger in scale and more specialized, the 
task of marketing becomes more complex. One evidence of this fact, and 

2® Further discussion of the efficiency of competitive selling will be found in the 
following chapter. 

Harold Barger, Distribution's Place in the American Economy since 1S69, op.cit.. 
Chap. 1, esp. pp. 6-10. These figures do not include persons employed by manufacturers 
for marketing purposes or those employed in transportation. 

2* lliere is one exception to this statement. Barger points out that the average hours 
worked per week per person in distribution declined between 1870 and 1050 much more 
than did the average hours worked in commodity production. The importance of this 
factor in the growth of employment in distribution is difficult to assess, since it jnvolves 
some evaluation of the efficiency of persons working long hours as well as other factors. 
Barger states that it represents only a small part of the explanation, op.cit., p. 19. 
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probably the only one that can be measured even approximately, is the in- 
creasing proportion of commodity output handled by the distributive system. 
Barger’s analysis does indicate that the quantity of finished goods sold through 
retail stores increased more rapidly, especially between 1869 and 1909, than 
did total commodity output.’* 

A second factor contributing to the greater magnitude of the marketing 
task since 1869 is the increase in the marketing functions performed. Despite 
the fact that some developments, such as self-service retailing and cash-and- 
carry methods, have resulted in the performance of fewer functions, it seems 
likely that the services of marketing have expanded. Barger specifically men- 
tions such things as improvements in retail store facilities and more liberal 
return and adjustment privileges. It is not possible, however, to measure these 
services and functions in quantitative terms and to balance expansions in 
services against curtailments. Barger’s conclusion is that the net change has 
been in the direction of greater service but that the change is not large. It 
seems likely, however, that the segments of the marketing economy not 
studied by Barger— transportation, warehousing, and the marketing activities 
of manufacturers— have definitely improved and extended the marketing 
services rendered during this period.’® 

The final and most important factor leading to greater employment in 
marketing, according to Barger, is the fact that the amount of goods dis- 
tributed by retailers and wholesalers per man-hour of employment rose less 
rapidly between 1870 and 1950 than did the output per man-hour in com- 
modity production.*' Labor productivity rose only 1.0 per cent per year in 
distribution compared with 2.6 'per cent in production. This fact reflects 
primarily the way in which the marketing task is performed. Marketing 
emphasizes personal service rather than mechanized operations. The rate of 
technological advance, accordingly, has been far less rapid in marketing than 
it has been in production. In addition, the amount of capital per worker has 
increased more rapidly in manufacturing than it has in retail and wholesale 
trade. 

Marketing, of course, can point to some technological advances: improved 
equipment for handling goods in warehouses, automatic controls at the 
check-out counters of supermarkets, the automatic order-handling, equipment 
used by some wholesalers, the computers used in inventory control, auto- 
matic vending machines, and many others. But obviously, these advances are 
minor compared with the degree of automation achieved in modern manu- 

»• Ibid., p. 27. 

**It is not the purpose here to attempt an extensive analysis, but the discussion in 
previous chapters of this book is indicative, for example. Chaps. 15, 20, and 21. 

Ibid., p. 10 and Chap. 3. 
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facturing operations. There are visions, even forecasts, of a more completely 
automated marketing system. Much of this will be achieved at the inter- 
mediary levels of distribution, but it remains to be seen whether significant 
accomplishments can be made at the retail level. Marketing deals with the 
ultimate consumer, a person with a buying problem. Thus far, marketing 
has seen fit to rely extensively on person-to-person contact to perform its 
work, and this necessarily results in high costs. Even if the technological 
difficulties are overcome with respect to automation in marketing, there may 
well be a question of what the consumer will accept. In the meantime, it 
is important to understand that one of the reasons for high marketing costs 
is the fact that the marketing system relies largely on labor to perform 
the work of marketing. 

The Role of the Consumer 

The services rendered to consumers by the marketing system constitute 
a third reason for high marketing costs. Such services as free delivery, credit 
extension, and the returned goods privilege add to the costs of retailing. The 
fact that many retail stores remain open at night as a convenience to shoppers 
is another service that adds to costs. But many of the services received, and 
presumably demanded, by consumers are less obvious. Products must be 
available, apparently, in a multiplicity of brands and in several different 
package sizes of each brand to accommodate various consumer needs. 
Automobiles and other products come in a variety of color combinations to 
provide more freedom of consumer choice. The result for wholesalers and 
retailers is larger inventories, a lower rate of stock turnover, a greater in- 
vestment in merchandise, and higher expenses. And each retailer is expected 
to have each of these items in stock at the exact time that the consumer 
requires it. 

Without doubt, commodities as such could be distributed at a lower cost 
if some of the attendant scr\'ices were discontinued or reduced in quantity 
or frequency. And there have been several developments in this direction. 
During the past 30 years, grocery stores generally have adopted self-service 
and cash-and-carry methods that have apparently resulted in lower prices to 
consumers. During and since World War II, the daily home delivery of milk 
has been largely replaced by alternate-day delivery, at a cost saving once 
estimated at more than a cent per quart.®* In recent years, most department 

32 The saving during World War II amounted to 1.1 to 1.4 cents per quart according 
to R. G. Dressier, Jr., and Alan MacLeod, ‘‘Connecticut Studies Milk Delivery,^' Journal 
of Marketing^ October 1947, p. 215. 
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stores have reduced the frequency of delivery service and have restricted 
the area in which free delivery is made.®* Other examples could be given. But 
the question involved is what effect such curtailments have had on consumer 
satisfaction. It is true that marketing costs have been reduced so far as the 
marketing agencies are concerned. It is probably true that the consumer has 
obtained lower prices than would otherwise have been available. But it is also 
true that the consumer's own marketing costs have increased in some cases 
and that the consumer has incurred added inconvenience in others. 

It is not easy to determine what the consumer wants in the way of service. 
The modern housewife shopping in a supermarket undoubtedly takes more 
time and probably incurs more personal expense than did her mother or 
grandmother who ordered groceries by telephone or walked a block to the 
neighborhood store. In this case, however, the consumer has made a clear-cut 
choice. She prefers, at least for the time being, the lower prices and the 
cash-and-carry service— and perhaps the shopping atmosphere— of the super- 
market. The development of the discount house also points, but not so clearly 
and specifically as yet, in the same direction. On the other hand, a very 
large number of retailers are still obtaining patronage on the basis of customer 
service and convenience. Moreover, even the supermarket has been forced 
to offer services of certain types in order to retain patronage: night openings, 
prompt check-out ser\dce, an attractive store, modern display equipment, 
and a large and varied selection of merchandise. It is entirely possible that 
these services add as much to marketing costs as did the credit and delivery 
service offered by the old-time grocer. 

Consumer service and convenience thus take many forms and add to 
marketing costs in varied ways. Consumer satisfaction is the final test of 
whether these costs are justified, and no valid method has been determined 
of measuring this satisfaction. Consumers do, of course, make choices in the 
market place, and by their actions they influence the types of service rendered 
by marketing agencies. When certain services are curtailed or abandoned with- 
out a significant reduction of consumer patronage, it may be assumed that 
there is little loss of consumer satisfaction. But curtailment of services does 
not necessarily mean that real marketing costs have been reduced. In some 
cases, such as delivery, the consumer merely takes over the performance of 
the function, receiving perhaps a price discount from the marketing agency 
for so doing. And the net result may well be an increase in consumer satis- 
faction. 

83 At one time, many department stores in the United States would prepay parcel post 
or freight charges on merchandise purchased from the store by out-of-tpwn cutomers. 
Tliis service was extended to shipments within a rather wide trading area, or occasionally 
to any place in the United States. Substantial curtailments have been made in this service. 
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There is really no question of marketing efficiency involved here. The 
rendering of consumer services which result in high costs— and great satis- 
faction-does not indicate inefficiency in the marketing system. By the same 
token, low marketing costs brought about by an absence of service does not 
indicate that a high degree of efficiency exists. In fact, undeveloped market- 
ing systems are likely to be both low in cost and low in efficiency. There is, 
of course, a question of the efficiency with which the marketing system 
and individual marketing enterprises perform these services and the other 
marketing functions. ITiis question will be discussed in the following chapter. 


QUESTIONS FOR DISCUSSION 

1. From time to time, it has been suggested that a differentiated pricing system 
should be established at retail, i.e., that eaeh retail store should have separate 
prices for each article accoiding to the amount of service used by the consumer. 
It is argued that such a pricing system would give the consumer a choice be- 
tween higher prices with service and lower prices with a minimum of service. 
During World War II, a group of I.G.A. service grocery stores established cash- 
and-cauy pi ices considerably lower than the previously existing service prices. 
At the same time, they instituted a service charge for credit extension of 2 per 
cent of the monthly bill and a delivery charge of 1 5 cents per delivery. After 
one year, most stores reported that the character of their business had changed 
from 80 per cent credit and delivery to 80 per cent cash and carry. 

What, if anything, docs this tell us about the probable success of a differen- 
tiated pricing system and about the consumer demand for service? 

2. A manufacturer of wickets incurs marketing costs equal to 1 5 per cent of his 
sales volume. Tlie wholesaler’s gross margin is 20 per cent of his selling price 
and the retailer’s gross margin is 37.5 per cent of the final retail price. Assume 
that the cost of transportation is included in these percentages. Compute the 
total cost of marketing as a per cent of the retail price of the wicket. 

3. Why docs marketing cost as much as it docs? 


SELECT ED BIBLIOGRAPHY 

Barger, Harold, Distributions Place in the American Economy since J869 (Prince- 
ton, N.J.: National Bureau of Economic Research and Princeton University 
Press, 1955). 

Converse, Paul D., ‘‘The Puzzle of Marketing Costs,” Journal of Marketing, April 
1957, pp. 439-41. 

Cox, Rcavis, “What Is Happening to Marketing Costs?” in Frederick E. May 
(ed.). Increasing Sales Efficiency, Michigan Business Papers No. 35 (Ann Arbor: 
Bureau of Business Research, University of Michigan, 1959), pp. 36-49. 

Crist, Bainbridge, “Myths About Convenience Food Costs,” Journal of Market- 
ing, April 1960, pp. 49-55. 



682 Principles of Marketing 

Culliton, James W., The Management of Marketing Costs (Boston: Division of 
Research, Graduate School of Business Administration, Harvard University, 
1948). 

Malenbaum, Wilfred, “The Cost of Distribution," Quarterly Journal of Economics, 
February 1941, pp. 255-70. 

Sevin, Charles H., Chairman, Subcommittee of the Distribution Cost Committee, 
American Marketing Association, “An Outline of Distribution Costs," Journal 
of Marketing, July 1951, pp. 51-5. 

Stewart, Paul W., J. Frederic Dcwhurst, and Louise Field, Does Distribution Cost 
Too Much? (New York: Twentieth Century Fund, 1939). 

U.S. Department of Agriculture, Farm-Retail Spreads for Food Products, Misc. 
Pub. No. 741 (Washington, D.C.: U.S. Government Printing OflScc, No- 
vember 1957). 

See also references at the end of the following chapter. 



32 . 


MARKETING EFFICIENCY 


'^rhe cost studies cited in the preceding chapter indicate that it costs 
about as much to market consumer goods as it does to produce them. There 
is also evidence that marketing costs have been increasing, at least in relation 
to production costs. The conclusion often drawn from these facts is that 
marketing costs too much and the marketing system is inefficient. A number 
of reasons liaa. been presented, however, to explain why marketing costs are 
substantial, and the data on marketing costs really tell nothing about the 
effectiveness with which the marketing service is performed. Since it is very 
difficult to measure the efficiency of marketing, it is not easy to draw definitive 
conclusions on this subject. It is possible, nevertheless, to examine some of 
the criticisms that are made of the marketing system that relate to efficiency. 
In addition, it is possible to discuss some of the sources of inefficiency of 
the individual business enterprise and to point out improvements that are 
being made, and that might be made, to reduce costs and improve eEciency. 

It is thus evident that tw'o points of view must be kept in mind in any 
attempt to analyze marketing efficiency. The first is the point of view of the 
private businessman who is concerned with his own particular business prob- 
lem. His aim is to obtain a competitive advantage through superior operating 
efficiency, lower costs, and better service, lire second is the social or public 
point of view. Here the aim is to determine whether the marketing system 
as a whole operates effectively in its effort to serve consumers. From this 
point of view, marketing appears as an intricate mechanism for bringing 
goods and services from producer to consumer. The mechanism functions 
imperfectly at times and involves expensive processes. It is, consequently, 
worth a great deal of study in order to determine whether it can be made to 
function more effectively and more economically. 

The immediate aims of those persons who analyze marketing from the 
social point of view frequently, perhaps usually, coincide with thpSfe of men 
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and organizations that are interested from the point of view of private en- 
terprise. Both desire to reduce costs and improve efficiency. If private business- 
men achieve these objectives on a wide scale, the result will surely be to 
improve the entire marketing system. But the private businessman is basically 
interested in his own profit situation more than he is in the total marketing 
organization of the economy. Therefore, it is desirable to look at the criticisms 
of marketing from the social point of view before discussing the problem of 
technical business efficiency. 

SOCIAL EFFICIENCY OF MARKETING 

As was indicated in the previous chapter, the measurement of the social 
efficiency of marketing requires the establishment of input-output relation- 
ships. And both input and output are very difficult to detennine. Ihe output 
of the marketing system is the amount of consumer satisfaction created, an 
intangible and philosophical something for which as yet no procedure for 
measurement has been established. The input of the marketing system con- 
sists of the individual effort necessary to produce the output of consumer 
satisfaction. This effort is also difficult to measure although labor hours, labor 
cost, and the cost of capital are sometimes used as measures of input. But 
input factors are often jointly incurred by both marketing and production, 
as in the case of the efforts of manufacturers, and the portion attributable 
to each may be very difficult, if not impossible, to determine. 

Therefore, it is not the purpose of the present discussion to attempt to 
measure the social efficiency of. marketing. Rather the discu.ssion is concerned 
merely with certain common criticisms of marketing from the point of view 
of soeial performance. To the extent that these criticisms arc valid, they 
indicate .something about marketing efficiency. I’hey do not tell us how in- 
efficient marketing is nor even necessarily whether significant improvements 
can be made. Certainly, they give us no valid comparison between production 
efficiency on the one hand and marketing efficiency on the other. But, to 
some extent at least, they do provide a framework of reference for further 
study and for a general evaluation of the marketing system. 


Too Many Middlemen 

Many people believe that the vertical subdivision of the marketing process 
among middlemen has gone too far; that is, that there are ta» many suc- 
cessive, independently operated steps for the most economical marketing. 
Others believe that there are too many retailers and wholesalers of each class 
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for economical marketing—too many drug stores, too many appliance dealers, 
or too many machinery wholesalers. The criticism that marketing costs are 
increased by virtue of too many middlemen must be examined then from 
two points of view, the number involved vertically in the channel of distribu- 
tion and the number involved horizontally at any given stage of the distribu- 
tion process. 

Number of Middlemen in the Channel of Distribution. Much of the 
argument for eliminating the middlemen who operate in the channels of 
distribution between the producers and final users of products arises from 
the false notion that the fewer the distinct agencies that handle a product, 
the more quickly, efficiently, and cheaply it can be delivered to the con- 
sumer. In production, it is not disputed that the division of labor leads to 
better and cheaper output. But many fail to realize that the advantages of 
division of labor apply to marketing as well. 

The subdivision of the marketing process between successive middlemen 
is basically an example of specialization and the division of labor. As such, 
it is commonly believed by students of marketing to result in more economical 
operation TsiCrc seems to be ample justification for most of the existing 
division of the marketing processes among specialized classes of middlemen. 
There is also reason to believe that lower cost and greater efficiency might 
be gained in some cases by further specialization. On the other hand, gen- 
eralization must not be carried too far, for there have been many instances 
in which a merging of the operations performed by two or more classes of 
middlemen into the hands of one, or the combination of a middleman's 
operations with the marketing operations of a producer, has resulted in a re- 
duction of costs,^ 

The point is that the marketing operations must be performed. The 
problem to be solved in every instance is to find the combination of opera- 
tions that is most economical for performing the desired services. Middlemen 
seldom survive for long unless their existence is economically justified. Even 
when it can be shown that certain products with high marketing costs utilize 
a greater number of middlemen than do other products with lower marketing 
costs, the case against middlemen is not proved. The decision must rest on 
the reasons for the use of several middlemen. For some agricultural products, 

1 It is not the intent of tlie discussion here to give the impression that there are no 
instances in which a reduction in the cost of marketing can be made by a consolidation of 
existing middlemen. Additional middlemen rarely appear without some economic justifica- 
tion, but subsequent changes or developments may result in a situation in >vhich the 
functions of certain middlemen can be advantageously taken over by others. Tliis has 
obviously taken place during the past thirty years in the marketing of some agricultural 
products, as pointed out in Chap. 4, although the effect on marketing costs of this 
elimination of middlemen is not clear. 
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marketing costs are high and the number of middlemen is large, especially in 
relation to most manufactured goods. But the use of these middlemen appears 
to be the most economical method of marketing under existing conditions. 

If the number of successive middlemen is an important cause for high 
costs, we should expect to find the cost of marketing commodities varying 
with the number of middlemen found between producer and consumer. But 
there is little evidence that this is the case with comparable commodities. 
The cost of selling bnishes, cooking utensils, and hosiery directly to consumers^ 
for example, certainly as high and probably much higher than the cost of 
selling them through wholesaler and retailer. Characteristics of the commodi- 
ties marketed, the conditions under which they are marketed, and other 
factors previously discussed are far more important in determining costs than 
is the number of middlemen in the channel of distribution. 

Number of Middlemen Competing Horizontally. Many students of 
marketing believe that there are too many competing middlemen at each 
step in the marketing process. They contend that a smaller number, each 
doing a larger business, would operate at a lower unit cost and so reduce the 
cost of marketing and increase efficiency. This reasoning is based on the 
assumption that large-scale operations are more economical, as they arc com- 
monly assumed to be in manufacturing. Economies of scale, however, are 
not obtained uniformly in all industries, even in manufacturing. And there 
are also limits to size beyond which an increasing scale of operations may 
result in diseconomies. Moreover, since marketing is not highly mechanized, 
there is some question of whether economies of scale are as realizable in 
marketing as they arc in manufacturing. 

Tliere appears to be a tendency, however, for costs of operation to decline 
in some fields of marketing as establishments grow larger. Economics of 
scale seem to be particularly in evidence with respect to wholesale operations. 
Census data for 1954 show that the operating expenses of merchant whole- 
salers as a percentage of total sales declined regularly and consistently with 
each larger sales-size group.^ Expense ratios ranged from 31 per cent for whole- 
salers doing less than $50,000 annually to 5.7 per cent for those with a volume 
in excess of $10,000,000. A similar relationship is shown by the census data 
for previous years.® 

2 See Tabic 13-5 on p. 272. 

*The regularity of the relationship pointed out here is undoubtedly affected by the 
fact that many of the wholesalers with low volumes handle product lines which would 
have high costs of wholesaling in any event. Analyses of expense ratios by product groups 
tend, however, to show a similar, although not so consistent, relationship between volume 
and operating expenses. For expense ratios of merchant wholesalers by size groups and 
product lines, see U.S. Census ajf Business: 1954, Vol. Ill, Wholesale Trade (Washington, 
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This tendency for expenses to decrease as sales increase is probably less 
prevalent in retailing than in wholesaling, although there is actually very 
little information of a comprehensive nature. A number of studies of retail 
expenses have shown expenses declining as volume increases up to a certain 
point, varying with partieular lines and studies, and then beginning to in- 
crease as volume increases. Other studies have shown no general tendency 
at all. 

Retailing has so many relatively small owner-operated establishments that 
the cost of doing business is more likely to depend upon the management 
ability of the particular owner, which varies widely, than upon the scale of 
operations as such. Moreover, as retailers become larger, there seems to be a 
tendency for them to widen product lines and to offer more elaborate service, 
changes which are likely to increase expense ratios. Since retail stores do 
offer a wide variety of products and services, it is especially difficult to deter- 
mine the comparability of establishments when cost studies are made. Ac- 
cordingly, we must conclude that there is little specific evidence to the effect 
that the costs of retailing vary significantly with changes in volume. 

On th^ other hand, retailing institutions have operated historically on 
such a small scale that there has been rather general agreement that there 
are more retailers than there should be if the greatest economy in marketing 
is to be realized. In 1939 more than half of all retail stores had a sales volume 
of less than $10,000 per year. Considerable improvement has taken place since 
that time, although much of it has been due to price increases. Nevertheless, 
real sales volume has increased somewhat without a corresponding increase 
in number of establishments. In 1958 only 13 per cent of retail stores realized 
sales of less than $10,000, although an additional 27 per cent had an annual 
volume of less than $30,000.^ Exactly what these figures mean in terms of 
marketing effieiency is difficult to determine. Margaret Hall and John Knapp 
have concluded that retailing in the United States is more productive than 
retailing in Great Britain because of the larger size of outlets in the United 
States. Moreover, they found the difference in productivity to be relatively 
higher where the difference in size of outlet was greater. Economics of scale 
were regarded as one cause of this greater produetivity.® 

D.C.: U.S. Department of Commerce, Bureau of the Census, 1957), pp. 2-2 to 2-15. 
Ratios for some of these product groups have also been compiled in Theodore N. Beckman. 
Nathanael H. Engle, and Robert D. Buzzell Wholesaling, 3rd ed. (New York: Ronald, 
1959), p. 629. 

^ See Table 9-4 on p. 182. The 13 per cent figure for 1958 would probably have been 
18 or 19 had the .same methods of enumeration been used in 1958 as were used in 1939. 

® Margaret Hall and John Knapp. “Number of Shops and Productivity in Retail Dis- 
tribution in Great Britain, the United States and Canada,” The Economic Journal, March 
195 5» PP- 72-88; partially reprinted in Stanley C. Hollander (ed.). Explorations in Retailing 
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Although there are undoubtedly a certain number of small stores in the 
United States which are not essential elements in our marketing system, it 
would be impossible on the basis of present information to draw any con- 
clusion as to the approximate number. Since we have already made con- 
siderable progress toward large-scale retailing, relative to other countries and 
to our own previous situation, it is possible that the efficiency of marketing 
is not greatly affected by their presence. Moreover, the matter of consumer 
convenience must be considered. The fact that these very small stores do 
continue to exist, even though in declining numbers, is an indication that 
some consumers have need for their services or at least find it convenient 
to use them. It is hardly possible to determine scientifically and objectively 
the optimum number of wholesalers and retailers required in our economy.® 
It is likely that we do have too many competing middlemen, but in the United 
States at least it appears that the situation is not a serious one and that it 
is in the process of being corrected. 


Cost and Efficiency in Competition 

Much of the criticism of modern marketing is really pointed directly or 
indirectly at our competitive system as it now functions. This system en- 
courages the establishment of all types of enterprise with the assumption 
that in the long run the more efficient types will survive. To a considerable 
extent this process of selection does take place, but there is undoubtedly 
some waste and inefficiency involved in the competitive system. Excesses do 
take place. The principal question is whether the benefits of the system out- 
weigh the costs. 

In marketing, the excesses of competition are to be found primarily in 
the performance of the selling function; at least this is the area which is 
customarily criticized. Undoubtedly, there is much duplication of sales effort 
in the modem economy. A multitude of brands of most products are made 
available to consumers through a variety of outlets, and the promotional 
methods used to convince consumers of the superiority of each brand or of a 
particular outlet are many and varied. The two fundamental methods of 

(East Lansing: Bureau of Business and Economic Research, Michigan State University, 
1959), pp. 85-96. 

•See Richard D. Lundy, “How Many Service Stations Are Too Many'??* in Rcavis 
Cox and Wroe Alderson (eds.), Theory in Marketing (Homewood, 111.: Irwin, 1950), pp. 
321-33. Mr. Lundy concluded, using various assumptions regarding maximum^ utilization, 
other products handled, and consumer convenience, that the number of ser^ce stations 
“needed” in 1946 for the sale of gasoline could have varied from a minimum of about 
2,000 to a maximum of perhaps 5,000,000. The actual number in existence was ap- 
proximately 393,000, including 180,000 retailers of other types who also sold gasoline. 
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selling are personal salesmanship and advertising. Of these, advertising is 
commonly singled out for adverse criticism on the ground that it is a wasteful 
and extravagant means of competition. This is unfortunate, for much of this 
criticism could be directed with equal or greater logic at personal selling, at 
the use of free samples, at the giving of trading stamps, or at the offering of 
expensive and duplicative services such as credit extension and delivery. 

Let us take the home delivery of milk as a simple illustrative case. A cer- 
tain block of a certain street contains 25 homes each of which purchases 
two quarts of milk daily. Five dairies deliver milk on this street and it may 
be assumed that each serves five of the homes, a total of 10 quarts delivered 
daily by each dairy. The cost of delivering milk in this block, including all 
truck costs and wages of the deliveryman, is 50 cents per trip— or 5 cents per 
quart. Alternate-day delivery, with each home receiving four quarts of milk 
per trip, would reduce delivery costs. I'he trip cost might well increase to, 
say, 60 cents, but 20 quarts of milk would be delivered at a cost of 3 cents 
per quart. Further economies could be obtained by reducing the number of 
dairies delivering milk in this block from five to three or even one. Thus it 
may loglLany be concluded that competition in the provision of delivery 
service for milk adds to marketing costs. 

It is not necessarily true, however, that the interests of the consumer are 
poorly served by this arrangement. Complete elimination of home delivery 
service would require that consumers obtain their milk supplies from retail 
stores, perhaps at considerable inconvenience and even expense. Change 
from daily to alternate-day delivery is probably desirable, although some cus- 
tomers may have to purchase a larger refrigerator or supplement deliveries 
with store purchases. Reduction in the number of competing firms may pro- 
vide economies, and possibly even lower prices, but this obviously can be 
carried too far. As the number of competing firms is reduced, the consumer 
has less and less freedom of choice. He may be forced to accept poorer serv^icc 
and a product which he regards as inferior in quality. Moreover, as the 
number of firms decreases, it becomes more likely that oligopolistic or 
monopolistic prices may prevail.^ 

Tills, of course, is only one example of the costs and benefits of competi- 
tion. Selling efforts, in general, including advertising, may become highly 
competitive in nature, with costs that are excessive and wasteful. This is 
especially true when the selling and advertising methods are not effective in 
obtaining sales volume, or when the efforts of sellers counterbalance one an- 

T In the case of milk, this possibility may not be of too great importance since a con- 
siderable proportion of the milk supply is sold under marketing agreements approved by 
governmental agencies. For products which are sold to a greater extent under Conditions of 
free competition, it is a very pertinent point. 
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other with no increase in the total volume sold and manufactured. But effec- 
tive selling efforts which build a large demand for the product may reduce 
manufacturing costs and thus prices. Moreover, advertising and personal 
salesmanship do give product information to consumers.® 

It has been contended by some critics that, as far as the consumer's im- 
mediate interest is concerned, socially legitimate sales efforts should be con- 
fined to the announcement of new products or new uses for old products. 
According to this view, the purpose to be served by a product should be 
explained, the way in which it serves this purpose should be pointed out, and 
improvements in existing products and special prices could also be announced. 
But it may be questioned whether the consumer s long-run interests would 
be served if selling efforts were so confined. People arc influenced to buy 
particular products anyway, and surely the hearsay remarks of other con- 
sumers, or the limited experience of the individual, are not the best ways 
in which to bring about the highest degree of consumer satisfaction. The in- 
formed salesmen or the advertising of the average vendor, who must usually 
look for future sales to the satisfaction his products give to purchasers, are 
in general much more reliable. 

ITie selling process is, nevertheless, expensive. For not only arc the facts 
concerning goods announced to us, but they arc announced over and over 
again in every conceivable way. I’he consumer is not left alone to judge for 
himself, but every effort is made to influence his judgment. Merc announce- 
ment does not satisfy competitive needs. Many products offered for sale do 
not differ in any important respect from competing products serving the 
same purposes. But if products w^re merely announced, as has been suggested, 
individual vendors might not obtain so large a share of prospective volume as 
they hope to rcalbx by using sales efforts that make the consumers think their 
products arc really very' different from, and superior to, all competing items. 
Consequently, some “selling point” or points must be found to differentiate 
their products from directly competing products— to individualize them. 
Then, by focusing the sales effort on a particular brand and its “different” 
characteristics, the seller tries to make prospective customers think they will 
make a great mistake if they do not buy it in preference to others. Now this 
may be true, but in many cases it will be found that these “selling points” 
are not basically important characteristics of the products sokb important 
as they may appear to individual consumers. 

Granting all of this, however, it must be recognized that the competitive 
initiative of businessmen in creating demand for their own particular products 
has been a basic element in the development of modern industry. Moreover, 

Bpor further elaboration of these points, see the discussion in Chap. 18. 



Marketing Efficiency 691 

the seeking of “selling points” with which to differentiate products has re- 
sulted in many important improvements in existing products and the develop- 
ment of new ones. In fact, it is safe to say that the wide variety of desirable 
products we enjoy today is a direct result of the efforts of businessmen to 
develop products which could be sold successfully. There is undoubtedly a 
certain amount of waste and inefficiency in competitive selling, but the 
benefits obtained from competition arc significant. To the extent that there 
is waste and inefficiency, it may be regarded as one of the costs of economic 
freedom. 


Inadequate Consumer Knowledge 

Since the purpose of the enterprise system is to provide for the needs 
and wants of consumers, the efficiency with which the system functions de- 
pends to a considerable extent upon the actions of consumers. If consumers 
unknowingly or irrationally purchase inferior products at high prices in prefer- 
ence to superior products at low prices, they encourage the survival of the 
less efficicu! firms and discourage the efforts of the more efficient. Consumers 
provide the guiding force to an enterprise economy, and from the standpoint 
of efficiency it is important that they have sufficient knowledge upon which 
to base buying decisions that will result in maximum satisfaction. 

The buying problem of the consumer has been discussed in prexious 
chapters. It has been pointed out that many consumers apparently do not 
exercise great care in making buying decisions. It also has been pointed out 
that consumers often lack information about the particular characteristics 
and qualities of the products they purchase. By most objective standards, it 
can be concluded that consumers do not have adequate information. On the 
other hand, it is impossible to determine the exact effect of this lack of in- 
fonnation upon cither consumer satisfaction or the efficiency of the enter- 
prise system. The ultimate consumer buys such a great variety of products, 
in comparison with the industrial buyer, for example, who is assumed always 
to be well informed and rational in action, that it is entirely possible that 
he has about as much information as he desires or as he can conveniently 
assimilate. 

More than twenty years ago, the Committee on Distribution of the 
Twentieth Century Fund made a numb> of recommendations designed to 
increase consumer knowledge. These included more informative labeling, 
more widespread dissemination of buying information by government agen- 
cies, strengthening of the laws with respect to fraud and misrepresentation, 
more consumer education in the schools, and greater use of governmental 
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facilities for testing and appraising consumer goods.® Some progress has 
been made in most of these respects and particularly in the passage of laws 
requiring the labeling of textile products.^® But, as the Committee stated at 
that time: 

. . . the problem of assisting consumers is not as simple as might at first 
appear. . . . the great majority of them have not shown any great interest in 
becoming better infomied. And there is always the danger of imposing uncertain 
and incompetent judgments upon them. Our recommendations in the field of 
better consumer information, therefore, arc made with the uncomfortable realiza- 
tion that, so far, consumers have not made very effective use of the facilities 
already available.^^ 

The consumer should be given freedom of choice which includes the 
freedom to make mistakes. He should be given as much information as he 
desires and as he is willing to assimilate. Until such time as the consumer 
becomes more interested in the informational problem, complete buying 
information is not likely to be provided. The result presumably is that there 
has been, and will continue to be, inefficiency in marketing and in the 
enterprise system. But the extent of this inefficiency and its effect upon mar- 
keting costs cannot be detennined. Very possibly, the effect is not so great 
as some critics of the marketing system would have us believe. 

PRIVATE BUSINESS EFFICIENCY 

The preceding discussion of the social efficiency of marketing obviously 
has not led to very definite conclusions nor to particularly specific suggestions 
for improvement. There is little 'doubt that inefficiencies exist, but it does not 
necessarily follow that drastic remedial action should be taken. As an example, 
efforts to restrict the number of middlemen or to eliminate some of the 
duplicative costs of competition would probably require legislative action 
that would restrict the freedom of entry into business. Such legislation does 
not appear to be in the public interest and might well lead to greater in- 
efficiency in the competitive system than now exists. The legislation neces- 
sary to correct obvious abuses should, of course, be encouraged, but it is often 
a long and slow process to obtain even this. I’hereforc, it appears that the 
greatest likelihood of reducing marketing costs lies in the individual efforts 
of businessmen to improve their own efficiency in marketing. What can be 
accomplished through this approach? 

9 Does Distribution Cost Too Much? (New York: Twentieth Century'Fund, 1939), 
pp. 349-54. 

i®See Chap. 25, pp. 536-7. 

XI Does Distribution Cost Too Much?, op. cit, p. 349. 
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Much more attention has been paid historically to the problems of pro- 
duction management than to the problems of marketing management. Manu- 
facturing has been studied from the so-called scientific management point 
of view since the latter part of the nineteenth century. Cost accounting for 
the manufacturing operation has long been used, and great emphasis is 
placed on the improvement of labor productivity in manufacturing. Most of 
the research budget of the average manufacturing firm is spent on the produc- 
tion phase of the operation. The study of marketing, on the other hand, 
has been much more slow to develop. Its importance in the total business 
picture was not realized much before the 1920s, and even then the average 
chief executive of a manufacturing firm was essentially production oriented. 
In recent years, there has been a definite shift in emphasis and more and 
more business firms are becoming marketing oriented. There is little doubt 
that marketing operations are being studied, and will be studied, very in- 
tensively in an effort to improve efficiency. The following discussion is sug- 
gestive of some of the lines of approach. 


Better Distribution Cost Accounting 

Intelligent management decisions require comprehensive information 
with respect to the costs of various alternatives. It is the function of cost 
accounting to determine the costs of specific activities and the costs and profits 
of particular segments of a business. Distribution cost analysis is concerned, 
of course, with costs that apply to the marketing operations, in particular with 
the determination of the cost of the various marketing activities and func- 
tions and the analysis of costs and profits by product lines, by customers, and 
by units of sale.’^ Distribution cost analysis is not so well developed as is 
factory cost analysis, partially because the practical problems are more com- 
plex, but considerable progress has been made.^® Moreover, the development 
of electronic computers to perform the numerous and complex calculations 
that are often required has added greatly to the cost information available 
to marketing management. 

The uses of distribution cost analysis in improving the marketing efficiency 
of the individual firm are many and varied. In the first place, there are the 
obvious uses with respect to expense control, budgetary planning, and pricing 

12 Committee on Distribution Costs and Efhciency, American Marketing Association, 
‘‘The Values and Uses of Distribution Cost Analysis/* Journal of Marketing, April 1957, 
pp. 395-6. 

12 Textbooks on the accounting aspects include J. B. Heckert and Robert B. Miner, 
Distribution Costs, 2nd ed. (New York: Ronald, 1953); and Donald R. ^ngman and 
Michael Schiff, Practical Distribution Cost Analysis (Homewood, 111.: Irwii\,T955). 
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policy. But modern cost analysis attempts to answer more sophisticated types 
of questions. Taking into account all costs, how much finished goods inven- 
tory should be carried for each product line and item, and where should this 
inventory be located and in what amounts? How much does it cost to handle 
and fill orders of various sizes? Which customers and products are the more 
profitable? What are the costs of selling in the various sales territories and 
why do they differ? What cost differences arc involved in various types of 
warehouse operations and what arc the causes for these differences? The 
answers to these and other similar questions require the collection, allocation, 
and interpretation of detailed cost information. As a result of such analyses, 
many firms are controlling inventories more carefully, eliminating unprofitable 
product lines, changing the location of warehouse facilities, revising sales 
territories and the routing of salesmen, establishing new order handling 
procedures, and adopting a policy of selective selling. It is not necessary to 
discuss all of these developments in detail-many have been touched upon 
at other places in this book— but a few examples will illustrate the reduction 
in cost and the improvement in efficiency that can be madc.^^ 

Many manufacturers and wholesalers who have analyzed order costs and 
sizes have found that 50 per cent or more of all orders arc handled at a loss. 
It is apparent that certain costs are relatively constant per item sold regardless 
of the number of each item ordered. It is also evident that other costs, such 
as delivery and the expense of a salesman's call vary but slightly with the 
amount of an order. And the actual cost of filling an order is likely to be as 
great for the small order as for the large, or even greater if original packages 
must be broken. It may not be feasible for sellers to eliminate all small orders, 
although some have done so, l)ut at least it is not necessary to continue to 
encourage them through regular salesmen's calls and other expensive methods 
of solicitation. Finns which have been successful in reducing substantially the 
number o£ small orders through a policy of selective selling have reduced 
costs and increased profits, often very substantially. 

This principle can also be extended to customers and sometimes to an 
entire class of customer. It is not uncommon for a manufacturer to find, 
after cost and profit analysis, that from one third to one half of his customers 
are unprofitable.^® They arc either so small or do so little business with him 
that an actual loss results on their purchases. Dropping these unprofitable 
customers and confining sales effort to the profitable ones tends to result in 
increased sales volume, reduced marketing expenses, and higher net profits. 

P'or a comprehensive discussion, complete with case illustrations, sec Charles II. 
Sevin, How Manufacturers Reduce Their Distribution Co.vt.v, Economic Scries No. 72 
(Washington, D.C.: U.S. Department of Commerce, 1948). 

They account, however, for only a very small proportion of his total sales volume. 
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Further examples could be given with respect to product lines, package 
sizes, and various types of selling effort. There is a great difference in cost 
and profitability among orders, customers, products, and salesmen. It is one 
function of distribution cost analysis to discover and point out these differ- 
ences. It is then the responsibility of management to take whatever action is 
appropriate to the particular situation. There is little doubt that substantial 
increases in marketing efficiency have been made through this approach. 
Even greater progress will be made in the future as more attention is paid 
to the analysis of distribution costs. 


Increasing the Efficiency of Labor 

Since labor cost represents such a high proportion of total marketing costs, 
the most logical approach to reducing marketing costs is to increase the 
efficiency and productivity of labor. Although this may be somewhat more 
difficult to accomplish in marketing than in manufacturing operations, there 
are several possible approaches. Tlic efficiency of certain types of operations 
can be increased through greater mechanization and better work methods. 
Studies by the United States Department of Agriculture of supermarket 
operations have pointed out numerous possibilities of this type.^® The use of 
con\'cyors to move merchandise from delivery truck to store room, the in- 
troduction of foot pedals to open doors and of foot-operated switches for 
power equipment used in meat-cutting operations, and the development of 
new materials liandling equipment and of more efficient check-out counters 
arc examples of increased mechanization leading to greater labor productivity. 
Improvement in the efficiency of wholesale warehouse operations has also 
been achieved through rearrangement ot stocks and other changes in work 
methods. 

The most challenging opportunity, however, to increase labor efficiency 
in marketing lies in the improvement of the personnel function itself. The De- 
partment of Agriculture studies have pointed out that there is even less 
research being done in the field of employee skill and motivation than on the 
subjects of mechanization and operating procedures.^’ Richard D. Crisp states 
that many sales organizations have an operational effectiveness, in comparison 
with what could easily be achieved, of from 50 to 60 per cent.^® Studies of the 

i«Sce Martin Kriesberg and R. \V. Hoecl.-.r, “Productivity of Food Marketing Per- 
sonnel/’ Journal of Marketingy April 1954, esp. pp. 387-9. 

17 Ibid.y p. 389. 

18 Ricliard D. Crisp, “The Challenging Opportunity to Boost Profits by Reducing Dis- 
tribution Costs/’ in Lynn H. Stockman (ed.). Advancing Marketing Efficiency (Chicago: 
American Marketing Association, 1959), p. 401. 
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utilization of salesmen's time indicate that field salesmen average only about 
30 to 35 per cent of their total time in actual selling. This might not represent 
too great inefiSciency, since waiting time and travel time are necessarily sub- 
stantial factors, but it is further contended by many persons that much of 
the actual selling time is spent with the wrong customers.^* 

There is little doubt that much remains to be done in the field of per- 
sonnel selection, training, and supervision. The starting point is to establish 
specifically for each position what the job is and what the requirements are 
for filling it. Then it is necessary to match more precisely the abilities and 
interests of job applicants to job requirements. Carefully designed aptitude 
tests, which are being used more and more in the selection of marketing 
personnel, are useful in this connection, along with the other more common 
selection devices. The next step is to see that tho.se selected arc properly 
and thoroughly trained to do the job for which they have been selected. 
There is considerable evidence that a lack of training, as well as the use of in- 
effective training methods, is responsible in a substantial degree for the poor 
performance and the lack of motivation displayed by many marketing em- 
ployees.*® 

Finally, adequate supervision and control of personnel must be maintained. 
The establishment of performance standards is often helpful in raising the 
level of achievement. Sales quotas for territories and for individual salesmen, 
the “normal” time required for a truck and driver to cover a specific delivery 
route, and the number of tons of merchandise to be handled per man-hour 
worked in the warehouse are examples of performance standards which give 
employees an idea of what is expected of them. Salesmen and delivery per- 
sonnel should not be left to their own devices in planning the routes that 
they will follow, since the utilization of central supervision and planning 
usually results in less backtracking and a saving of time. Distribution cost 
analysis can also be utilized, along with personal supervision, to direct the 
efforts of salesmen to the more productive customers and the more profitable 
products. For those cases in which the salesmen’s task is somewhat repetitive, 
time and duty analysis can be used to reveal weaknesses in the salesmen’s 
performance. Time and duty analysis, an adaptation of industrial motion 
and time study, studies specifically how the salesman divides his time among 

Essentially this is an argument for selective selling, as discussed in the previous sec- 
tion. See Douglas P. Could, “Marketing’s Improving Efficiency in the 1960’%’’ in Wenzil 
K. Dolva (ed.). Marketing Keys to Profits in the J960’s (Chicago: Amcricaii Marketing 
Association, 1960), p. 125. 

^0 For results of an interesting experiment on training methods, see Marfin Kricsberg 
and R. W. Hoecker, op.cit., p. 390. 
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his various duties and the e£Fectiveness of his selling methods. It can be 
very helpful in pointing out possibilities for improvement. 

The problems of personnel selection, training, supervision, and control 
are likely to be more complex in marketing than in manufacturing. Much of 
the work, especially that involved in selling, requires an individual with creative 
ability and imagination. The nature of the work is such that he is often 
located or working at some distance from a supervisory ofEcial. It is difficult, 
therefore, to adapt to marketing many of the personnel techniques that have 
been successful in manufacturing. Moreover, many marketing firms, especially 
retailers, are very small and cannot afford to devote the necessary time and 
effort to personnel matters. Therefore, marketing personnel apparently have 
not achieved the degree of efficiency that has been obtained by manu- 
facturing personnel. It is to be expected that more and more management 
attention will be devoted to this problem in the future, and it is to be hoped 
that significant improvements will be effected. 


The Role of Marketing Research 

In order to achieve greater efficiency in marketing, it is necessary to spend 
more effort and money on marketing research. It is basically through research 
that many of the problems of distribution cost analysis and of labor efficiency 
will be solved. In addition, research is necessary to determine the products 
and services desired by consumers and the best methods of supplying them. 
Despite the constantly increasing sums of money being spent on marketing 
research, especially by the large manufacturers, most firms are still placing 
the greater emphasis on production research. Relatively few concerns have 
recognized fully the potential benefits to be derived from marketing research. 
Moreover, very few of the firms that do place an einphasis on marketing re- 
search arc actually working on improvements in marketing methods.*^ 

ITicre appear to be several reasons for this lack of emphasis upon marketing 
research. Marketing problems are more complex and less tangible than 
production problems, and their solution appears perhaps to be a matter of 
less immediate urgency. Standards for measuring marketing efficiency have 
not been so well established nor so widely accepted as have standards of pro- 
duction efficiency. Thus it has been difficult for executives to see and ap- 
preciate the potential benefits of marketing research. In addition, it is be- 

Sec Tlieodore Levitt, "Growth and Profits Through Planned Marketing Innovation," 
Journal of Marketing, April 1960, pp. 1-8. 
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lieved by many marketing research practitioners that the administrative re- 
sponsibility for distribution research is too widely scattered in the average 
business organization to permit effective discharge of the function. This, 
of course, may well reflect the lack of executive acceptance of the importance 
of this type of research.®* 

Some of the uses of marketing research have been discussed previously in 
Chapter 24, but the emphasis there was on obtaining information about the 
market. Important as this is, effective marketing research can do much more 
to improve distribution efficiency. One of the areas of marketing research 
which has received substantial emphasis is that of advertising research. Copy 
testing and media research have done much to improve the efficiency of 
specific advertisements and even of entire advertising campaigns. And yet 
few companies have any real knowledge of whether they arc spending the 
right amount, or too much, or too little, for advertising. The same situation 
exists in many other aspects of marketing. Research has been done perhaps 
on specific aspects of a marketing problem, but there may be little basic 
knowledge regarding the efficiency of the over all operation. 

Information is needed about many phases of marketing: costs and profits 
by products and by customers, sales potentials by territories and by products, 
warehousing and delivery requirements for maximum customer service and 
minimum cost, the necessary amount of finished goods inventory considering 
customer service and cost, the most economical order handling and billing 
procedures, the best materials handling methods, the most efficient warehouse 
layout for a given purpose, effective methods of stimulating salesmen and 
other marketing employees, and -many others, llie possibilities for increasing 
marketing efficiency through more and better research arc very great. But 
it will not be easy to obtain answers to all of the problems of marketing. 

Without doubt, there will be an increasing emphasis in the future on 
marketing research, a natural result of the constantly increasing emphasis on 
marketing in our economy. Many business firms arc reorganizing their market- 
ing operations to achieve unified authority and responsibility. A new concept 
of marketing is being formulated by these firms, a concept which places 
marketing at the center of the business universe and which requires that 
all executives be marketing oriented regardless of their specific functions in 
production or finance. With this shift in emphasis from production to 
marketing, the result can only be further study of marketing in ^n effort to 
reduce costs and improve efficiency. 

** For a further discussion of the points made in this paragraph, sec Charles W. Smith, 
'^Increasing Distribution Efficiency by Better Organized Research,” Journal of Marketing, 
January 1953, pp. 235-6. 
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CONCLUSIONS 

Any consideration of marketing efficiency must start with certain facts 
clearly in mind. So long as we have large-scale production and specialized 
producing units and production areas, so long as production takes place in 
anticipation of demand, so long as the consumer desires expensive services 
and products from distant places, just so long must we have a large and 
intricate market organization. And the larger and more specialized producers 
become, the more numerous the desires and wants of consumers are, and the 
more numerous the products become that are required to satisfy consumer 
wants, the more important the market machinery will be. It must be reeog- 
nized that the benefits of specialization in production are offset in part by 
the increased costs of marketing. Perhaps a point might be reached eventually 
in some industries at which the increased costs of marketing would offset the 
advantages of large-scale production, but there is little evidence thus far 
that this is occurring. 

Nevertheless, it is important to continue with, and to develop further, the 
work ot the various agencies, public and private, which is directed toward 
impror ing the methods of marketing. So expensive a part of our industrial 
mechanism as the marketing machinery requires careful study. But it is an 
intricate and delicate mechanism, and change should develop only from 
investigation and experience. The individual interests of private businessmen 
may be expected to do much to improve the technique of individual types of 
operation. It is the.se efforts which will prove most valuable, since under an 
economic svstem dependent primarily on individual initiative we must look 
to such initiative as the primary source of improvement. Nevertheless, gov- 
ernmental action will continue to be an essential eleme;it in the development 
of a proper functioning between competing firms and between different 
economic sociciics, as well as in the protection of the public from the anti- 
social results of extreme competition and of monopoly. 


QUESTIONS FOR DISCUSSION 

1. The Twentieth Century Fund in its 1939 study Does Distribution Cost Too 
Much? concluded that distribution does cost too much but it could not state 
how much too much. Moreover, it sta!. d that no conclusion could be drawn 
that “distribution is more or less wasteful than production.” Reavis Cox has 
stated that considering what the distribution system docs for us “the marvel 
is not that it costs so much but that it costs so little.” Can these statements 
be reconciled? What arc your conclusions regarding the cost and efficiency of 
marketing? 



700 Principles of Marketing 

2. A wholesaler computes his order handling cost at 50 cents per order plus 
25 cents for each line on the order. He also has delivery costs and the costs 
of salesmen's calls. Based on the average gross margin of the products sold, 
he decides that he is losing money on single-line orders of less than $10.00, 
on two-line orders of less than $11.00, on three-line orders of less than $12.00, 
and so forth. What are the various types of action that he might take to remedy 
the situation of too many small orders? 

3. As of 1948 about 214 per cent of the total labor force of the U.S.S.R. was 
employed in domestic trade compared with 12 per cent in the United States 
(see the Henry H. Ware reference cited below). How do you account for this 
diflEerence? Does this mean that the marketing system of the U.S.S.R. is more 
efficient than that of the United States? 
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